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Federal Deposit Insurance 
Assessments—1950 Act and 
Regulations 


A. E. ANDERSON, Fiscal Agent 
Federal Deposit Insurance Corporation 


The Federal Deposit Insurance Act of 1950 (64 Stat. 168; 
U.S.C., Title 12), under which the Federal Deposit Insurance 
Corporation now operates, was passed after extensive hearings 
in the Congress. The F.D.I.C. sponsored this legislation and 
cooperated closely with the Committees on Banking in the 
House and the Senate in the preparation of this bill. A number 
of bankers had written letters giving their suggestions and 
recommendations on changes that should be made, all of which 
were given careful study in the drafting of the bill. Several 
bankers presented their views at the hearings and unanimously 
recommended the adoption of the new law. The emphasis was 
on a simplified procedure which would keep to a minimum the 
work required for record keeping and the preparation of the 
Certified Statements. The provision for the use of only four 
base days in each year instead of the 865 calendar days re- 
quired under the old law was a definite step toward this ob- 
jective. It appears that by averaging the deposits for the two 
base days in a semiannual period, a fair and representative aver- 
age of deposits for the six months period has resulted. 

Another major change made in the new law to aid the 
banks in the computation of deductions for cash items in the 
process of collection was the provision permitting the inclusion 
in the deductions of certain nondeposit items such as checks 


Edited talk of the author before the Southern Regional Convention of the National As- 
sociation of Bank Auditors and Comptrollers, May 8, 1956, Galveston, Texas. 
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cashed over the counter. Under the old law, it was quite a 
task to separate the checks cashed over the counter and other 
nondeposit items from those items credited to deposit accounts, 
and this had to be done every day of the year. It was thought 
that the cash items would not be greatly increased by permit- 
ting the inclusion therein of checks cashed over the counter 
and certain other nondeposit items. This has clearly benefited 
the smaller banks since under the old law approximately 65% 
of such banks did not take the deductions because they felt it 
was not worthwhile to keep the necessary records. Under the 
1950 Act, the taking of deductions for cash items is so simple 
that every bank should avail itself of this privilege. We have 
made test checks and have found that in the periods checked, 
only 48.5% of the banks claimed deductions for cash items under 
the old law, whereas 76.6% have claimed them under the new 
law. This latter percentage is quite surprising because it 
had been expected it would be larger. Even in the larger banks 
with deposits of over $25,000,000, where the amount involved 
is considerable, we find that about 2% of the banks still do 
not claim deductions for cash items. Under the old law about 
15% of the banks in this group did not claim them. 

Another change made in the 1950 Act was the permission to 
exclude from the assessment base drafts drawn on a deposit 
account in another bank in the regular course of business and 
advices issued for cash letters received directing that its ac- 
count in the sending bank be charged with the amount thereof. 
This has saved the banks the trouble of determining the amount 
of such drafts and advices outstanding on the base day. Since it 
was intended to save the banks the work of computing the 
amounts of these drafts and advices, they were allowed as an 
exclusion rather than a deduction. This time saving could not 
have been accomplished if the banks were required to compute 
the amount of these items and to include them in the total de- 
posit liabilities and to claim them as a deduction. Unfortunately 
the word “exclusion” has caused some confusion. Banks have 
misunderstood the term and frequently instead of merely omit- 
ting the drafts from the reported deposits, they also deduct 
them from their total of other deposits. Since outstanding 
drafts are not usually included in the total of deposit liabilities 
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on the general ledger, the subtraction of the drafts from these 
deposits has resulted in an underpayment of assessment. 

A third major change made in the 1950 Act was the pro- 
vision allowing the exclusion from the assessment base of cash 
funds held as security to a liability to the bank. Such funds 
were subject to assessment under the 1935 law. A court de- 
cision has recently been rendered in suits against two large 
city banks involving primarily cash collateral. These suits were 
filed in 1951 and involved assessments due under the 1935 law. 
The chief issue in the two suits (consolidated for trial) was 
whether cash collateral constituted deposits and was therefore 
required to be included in the assessment base under the 1935 
law. 

The Court held that all of the accounts involved in the 
suits (some 15 in number) were deposits and were subject to 
assessment under the 1935 law; and that they continued to be 
deposits under the 1950 Act and were subject to assessment 
except to the extent that they were held as collateral security 
to a liability to the bank. Some press reports stated that this 
part of the decision was contrary to the contention of the 
Federal Deposit Insurance Corporation. The fact is that the 
F.D.1.C. sponsored the provision excluding cash collateral 
from the assessment base in the 1950 Act. This part of the 
Act provides that a bank may exclude from its assessment base 
“cash funds which are received and held solely for the purpose 
of securing a liability to the bank but not in an amount in ex- 
cess of such liability, and which are not subject to withdrawal 
by the obligor and are carried in a special non-interest-bearing 
account designated to properly show their purpose.” 

In the trial F.D.I.C. took the opportunity to obtain a 
judicial determination on two questions; first, whether the 
term “received” meant the collateral had to be in new funds 
rather than a transfer from an existing deposit account; and 
secondly, whether the deposit of collateral to obtain a saving 
in certain confirmation fees would preclude the collateral from 
being received “solely” as security. The Court held that neither 
factor would render the funds ineligible for deduction. In 
other words, the source of the funds placed in a special collateral 
account was not controlling and the waiving of certain fees 
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upon receipt of the collateral would not affect the exclusion. 
The F.D.I.C. had not requested the insured banks to include 
such funds in their assessment bases after the effective date 
of the 1950 amendments. The Court’s construction of the ex- 
emption provision was entirely in accord with the position 
F.D.I1.C. contemplated taking had not the opportunity of ob- 
taining the Court’s interpretation been presented in these two 
cases. 

It is pleasing to report that the Corporation has been in 
Court to collect assessments on only two other occasions in 
its 28-year history. In one of these cases, which involved the 
assessability of so-called dealers’ reserves under the 1935 law, 
the Court held with the F.D.I.C. that such funds were de- 
posits and were, therefore, assessable. The fourth case is now 
pending. 

A very important change for the banks in the 1950 Act 
was the assessment credit provision whereby 60% of the Cor- 
poration’s net assessment income at the close of each calendar 
year is credited pro rata to the insured banks based upon their 
assessment becoming due during such calendar year. These 
credits have amounted to slightly more than 56% of the as- 
sessment becoming due for the preceding year for each year 
since the start in 1950. Each bank is notified of the amount 
of its credit in a memorandum card forwarded with the regular 
certified statement in June of each year. This credit may be 
applied upon the assessment due on or before July 15 of each 
year, and any remainder may be applied upon assessments 
subsequently due. 

Another important change in the 1950 Act was the increase 
of the insurance coverage for any one depositor from $5,000 
to $10,000. 

Upon the enactment of the 1950 Act revised regulations 
were written to correspond with its provisions, and copies 
thereof were distributed in booklet form in January 1951 to 
each insured bank, together with a copy of the Act. Neither 
the Act nor these regulations defined the term “‘base day’. In 
the absence of any such definition of what constituted a base 
day, it was considered that the respective calendar days, namely, 
March 31, June 30, September 30, and December 81, from 
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midnight to midnight constituted the base days. This brought 
about certain difficulties, which was unfortunate as this amenda- 
tory Act was designed for simplification. For instance, when 
the base day fell on Monday and the bank was not open for 
business on Saturday, some large city banks kept a transit 
force on Saturdays and Sundays which received items by mail 
and forwarded them on those days for collection, and claimed 
them as deductions on the following Monday base day. The 
law states that under the alternate (aa) method a bank may 
take deductions for cash items by multiplying by two the total 
of cash items forwarded for collection on assessment base 
days and cash items held for clearings at the close of business 
on said days which are in the process of collection and which 
the bank has paid in the regular course of business or credited 
to deposit accounts. In respect to the term “forwarded for col- 
lection”, our interpretation was that the items must have been 
forwarded on the calendar base day to obtain the benefits 
gained by multiplying them by two. Some banks objected to 
this interpretation and felt that it was more realistic to con- 
sider the base day as the time from the closing of the books 
or cutoff time on the day preceding the base day to the closing 
of the books or the cutoff time on the base day. We readily 
realized the operational problems resulting from the interpre- 
tation of the base day as being the actual calendar day, so 
we were glad to give consideration to a change in the regula- 
tion. During 1953 and extending into 1954, we held several 
meetings with banker representatives of the ABA including 
several members of NABAC. Working in cooperation with 
these representatives, we prepared a new regulation effective 
March 80, 1954, defining the base day as the period just men- 
tioned, that is, from the closing of business on the day pre- 
ceding the base day to the close of business on the base day. 
We have found that the new Regulation has met with general 
satisfaction. 

The new Regulation expressly provided that it was not 
retroactive. This was clearly necessary as it would have been 
impractical, if not impossible, to have made recomputations on 
the new basis. However, not all of the changes made in the 
1954 Regulations increased the deductions which a bank might 
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claim for cash items. For instance, one of the changes made 
under the new Regulation was that a bank may claim no de- 
duction for a check received in the sale of any of its assets. 
Another such change was the elimination from the definition 
of a cash item of a check paid or credited to a deposit account 
by one branch or office of a bank drawn on another branch or 
office of the same bank. 


Another provision of this new Regulation deserving special 
mention is the emphasis on the fact that to be eligible for de- 
duction a cash item must have been received in the regular 
course of business. Any cash item drawn for the purpose of 
abnormally increasing deposits or deductions or drawn at the 
suggestion of an official of the bank, or others, for this purpose 
is not eligible for deduction as a cash item or otherwise. 


Earlier it was stated that the percentage of banks claiming 
deductions for cash items had greatly increased under the new 
Act. This is obviously because of the simplification of the base, 
the privilege of multiplying cash items by two under the al- 
ternate (aa) method, and of including certain nondeposit items 


in the cash item deductions. This has greatly increased the 
amount of the assessment savings. Test checks show that the 
ratio of deductions for cash items to reported deposits under the 
new Act is almost double the ratio under the old law. 


In April 1955 each bank received a book of assessment de- 
cisions containing approximately 170 decisions, which are in- 
terpretative rulings, covering almost every type of deposit 
account and deduction. It was thought that these would be 
helpful to the banks in determining how each type of account 
should be treated for assessment purposes. It is gratifying to 
state that letters have been received from many banks commend- 
ing these decisions and stating that they have been very helpful. 
Some may involve types of funds which not all banks have. 
The book is intended for use as a reference, that is, like a 
dictionary. One does not normally need, nor use, all of the 
words in a dictionary, but it is important to be able to find a 
word in it. So with this book of decisions, we hope banks will 
be able to find in it the assessment information they need on 
any kind of account. 
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Some 16 new and revised assessment decisions will be mailed 
to each insured bank prior to July 1, 1956, to be inserted in this 
book in lieu of the present pages. This consists of four new 
decisions which were deferred pending the receipt of the court 
opinion mentioned earlier. Changes were made in five de- 
cisions; and additions were made to seven other decisions. 


Compliance with the requirements of the Act and Regula- 
tions is checked by means of assessment audits. There are two 
types of audits which we classify as office audits and field 
audits. The office audit is the one conducted in the Washington 
office and involves the examination of all certified statements. 
In each case a comparison is made of deposits in the current 
certified statement with deposits on certified statements im- 
mediately preceding it in order to detect any unusual variations 
which might suggest the omission of certain classes of deposits. 
Also, where a call report is obtained for a day which is also a 
base day, a comparison is made of the deposits on these two 
reports. Although the amount of these deposits will not neces- 
sarily be the same, they do afford a basis for comparison and 
where the difference indicates a possibility of error, a reconcile- 
ment is requested. All deductions claimed on the certified state- 
ments are reviewed and if they appear to be abnormally high, 
the bank is asked to review its report and explain how the 
computations were made. Through this procedure banks have 
frequently found that errors were inadvertently made as, for 
instance, the inclusion in the deductions of transfer drafts used 
for the transfer of its own funds from one correspondent bank 
to another. When errors are found, adjustments are also re- 
quested for any similar errors made on previous certified state- 
ments within the five year Statute of Limitations. Of course, 
the mathematical accuracy of each certified statement is also 
checked. 


Field audits were originally confined to the largest 500 
banks primarily, but during the past year such audits have been 
extended to include the 900 largest banks. In addition, field 
audits are made from time to time in some banks not in the 
latter group. Form 555, Tabulation of Assessment Base, which 
a bank is required to keep, facilitates the work of the auditors. 
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Heretofore, it has been the practice to make a field audit 
at least every five years. The policy now is to make these audits 
at three-year intervals; however, because of a shortage of per- 
sonnel, the three-year schedule has not yet been attained. 


The auditors hold a conference with the appropriate of- 
ficials of the bank at the conclusion of the audit and fully 
explain at that time all of the exceptions which have not been 
covered in previous conferences. A copy of the audit findings 
is forwarded to the bank by the Chief of the audit division 
shortly after the conclusion of the audit; and the original is 
delivered to the fiscal agent. 


The fiscal agent reviews the audit report and determines 
the assessability of any account submitted for review. He then 
requests the bank to make any necessary adjustments of the 
assessments with respect to either overpayments and under- 
payments, as the case may be. For the convenience of the banks, 
and to avoid amending former certified statements, the bank 
is furnished with a prepared Consolidated certified statement 
showing the necessary adjustments by assessment periods. 
The full underpayment is collected or the full overpayment is 
allowed and, at the end of the calendar year, the assessment 
credit adjustments for the entire year are made. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 


Drawer Not Stopped From Asserting Lack 
of Consideration for Non-Negotiable 
Instruments 


A very interesting case to bankers has been decided in 
California concerning the rights of the drawer of a non-ne- 
gotiable instrument as opposed to the rights of the holder of 
the instrument. The drawer who had entered into a contract 
. with a tomato grower had been advancing money to the grower 
by means of ordinary checks. To protect itself against the 
possibility that there would be losses on the crop near the end 
of the season and that consequently the grower might not 
deliver what was called for under the contract, the drawer began 
using non-negotiable instruments which did not contain the 
word “check” as his former instruments had. 

The bank where the grower deposited the non-negotiable 
checks gave the grower immediate credit for one such check, 
and when payment on the check was stopped and it could not 
recover from the grower, the bank sought payment from the 
drawer. The bank tried to establish that the drawer’s conduct 
precluded it from asserting the defense of lack of consideration 
against the bank but the court in ruling against the bank stated: 

“By issuing a negotiable instrument the maker holds out to 
the world that he will not assert against a holder in due course 
any defenses that he may have against the payee. When, how- 
ever, he issues a non-negotiable instrument this representation is 

lacking, and he may assert any defenses that he has against a 

payee, even though the instrument which he issues purports to 

waive that right.” 


NOTE—For similar decisions see B. L. J. Digest (Fifth Editwon) § 978. 
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It is of interest to note that the basic error in this case was 
committed by the bank’s manager who “had ample means of 
ascertaining the true character of the instrument and whether 
or not it would be honored.” Banco Mercantil, S. A. v. Saul’s, 
Inc. District Court of Appeal, California, 295 P.2d 55. The 
opinion of the court is as follows: 


NOURSE, J.—By his complaint in this action, the plaintiff, a 
Mexican banking institution, seeks to recover as the holder in good faith 
upon an instrument executed by the defendant as drawer in favor of one 
Barbe as payee and upon the Bank of America as drawee. From a 
judgment in favor of the plaintiff, the defendant appeals. 

The relevant facts established by the evidence viewed in the light 
most favorable to the respondent are: 

The defendant Sauls, Inc., was at the times hereinafter mentioned 
engaged in business as a commission agent in the marketing, for growers, 
of various agricultural products. 

In January of 1952 it entered into a contract with Forest W. Barbe 
and R. W. Barbe (hereinafter called “Barbe”) who were in possession 
of a parcel of land near Ensenada, Baja California, which they were 
desirous of planting to tomatoes. By the terms of the contract, Barbe 
agreed to plant 350 acres to tomatoes during the 1952 growing season, 
and designated defendant as his exclusive marketing agent, and to pay it 
commissions upon sales negotiated by it. Defendant agreed to advance 
to Barbe not to exceed $21,500 to be used by Barbe in preparing the 
land and in the planting and growing of the crop, and to further advance 
Barbe $1.15 for each lug of tomatoes upon receipt of original bills of 
lading and inspection certificates certifying the grade of the tomatoes. 
It further agreed to pay to Barbe the amount received by it from the 
purchasers after deducting commissions due and advances. Defendant 
did advance to Barbe substantially all of the sum of $21,500, and after 
the crop started to mature and shipments to be made, made advances 
to Barbe on the basis of $1.15 per lug. It did not however, in making 
these advances, demand strict compliance with the terms of the contract 
by demanding the receipt of bills of lading and inspection certificates, 
but made the advances upon the oral, and many times telephonic, 
representation by Barbe that the tomatoes had been inspected and 
loaded aboard railroad cars, and that bills of lading had been issued. 
In a number of instances defendant found that Barbe had misrepresented 
the number of lugs packed and shipped as to which he was entitled 
to an advance, and that the advances made by defendant were in excess 
of those to which Barbe was entitled. 

The advances of $1.15 per lug made by defendant up to October 23, 
1952, were made by checks drawn on the Bank of America and payable 
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to “The Order” of Barbe; they also contained the work “check” in the 
text of the instrument. In October defendant caused a different form 
of check to be printed. This new form was identical, not only as to 
composition but as to color, with those formerly used, except that it 
read “pay to” rather than “pay to the order of.” The work “check” 
was also omitted from the instrument. Its negotiability was thus 
destroyed under both Mexican law and the law of California. 

Between May 1 and November 15, defendant delivered to Barbe 33 
checks. All but two of these were deposited by Barbe in his account in 
plaintiff's bank at Ensenada. Of these 33 checks, ten, beginning with a 
check for $1,000 dated October 23, were not made payable to order, but 
read “Pay to Forest W. Barbe.” After the checks were made non-negoti- 
able in form, the defendant, instead of waiting until it was advised that 
the merchandise had been inspected and bills of lading issued to make its 
advances to Barbe on account of the shipment, would when advised by 
Barbe that he was about to pick and pack tomatoes for shipment and 
of the amount to be picked, packed, and shipped, send or give Barbe 
a check in the non-negotiable form with instructions that he was not 
to use the check until the shipment was actually made, and that if 
he did, payment would be stopped. All of the checks heretofore men- 
tioned were cleared and paid in the ordinary course of business. 

On November 15, 1952, defendant issued its check dated November 
16, 1952, in the sum of $4,500-and on that day delivered it to Forest 
W. Barbe with instructions that he was not to use it until a certain 
number of lugs of tomatoes which were then in the process of being 
picked and packed had been inspected and shipped. On the same day 
Barbe took this check to the plaintiff bank and presented it to the 
manager of its Ensenada branch for deposit. The manager, before 
accepting the check, noticed that it was post-dated and that it was not 
payable to order or bearer. He testified, however, that he believed that 
it was negotiable under the law of California. Parenthetically, we might 
state here that the evidence showed without conflict that if the check had 
been issued in Mexico and upon a Mexican bank, it would not have con- 
stituted a negotiable instrument because there was not in the text of the 
document a statement that it was a check. The manager accepted the 
check for deposit and credited the amount thereof to Barbe, who on 
that day and the following day withdrew the entire amount of the 
deposit. Several days later, before the check had been presented to 
the Bank of America, defendant stopped payment upon it, giving as its 
reason that it had not received the merchandise for which the check 
was issued. . 

In his testimony defendant Ginsburg, president of defendant Sauls, 
Inc., testified that the reasons for ceasing to issue negotiable checks 
and issuing instruments such as the one sued upon here were that the 
growers needed funds as soon as possible after they had delivered the 
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merchandise; that if a check was not issued until the merchandise had 
been delivered there would be from three to four days’ delay in the 
growers receiving his money; therefore he issued a non-negotiable 
instrument to the grower with instructions not to use it in order that 
he might be protected if the grower did use it before delivering the 
merchandise for which it was issued, and so that if the merchandise was 
delivered there would be no delay in the grower’s receiving his advances. 
He further testified that he did not entirely trust Barbe because of the 
fact that Barbe had in the past represented that he had inspected and 
shipped merchandise that had not in fact been inspected and shipped; 
that earlier in the year this did not make so much difference as a great 
deal of merchandise was being shipped and he could protect himself 
by deductions on future shipments; but that in October the season was 
getting late, there was danger of rain spoiling the crop, and he wanted 
further protection. He knew that Barbe was in need of money to pay 
his costs in picking, packing, and shipping, and that Barbe used the 
advances upon the merchandise delivered for that purpose. This in 
fact was the reason the contract provided for such advances. 

After defendant had stopped payment upon the $4,500 instrument 
it issued a like instrument for the sum of $2,000 to Barbe without 
telling him that payment had been stopped upon the $4,500 check. 
This check, while non-negotiable under the law of California, was 
negotiable in form under the law of Mexico. Barbe took this check to 
plaintiff but the manager refused to accept it for deposit, giving as his 
reason that he did not yet know whether the $4,500 check had cleared. 
This check was also post-dated. Barbe then took the check for $2,000 
to a businessman in Ensenada, who endorsed it, and upon the faith 
of this endorsement the bank accepted it for deposit and gave Barbe 
immediate credit for that amount. Defendant also stopped payment 
upon this check. 

At no time did the officers of defendant communicate with plaintiff 
or did plaintiff seek to ascertain from it what claims, if any, defendant 
might have as against Barbe. There was no evidence to indicate that 
plaintiff had any knowledge of the terms of the contract between 
defendant and Barbe. 

There was a conflict in the evidence as to whether or not the tomatoes 
on account of which the $4,500 check was issued were inspected, packed, 
and shipped. Barbe testified unqualifiedly that at the time the check 
was delivered to him the tomatoes had already been packed, inspected, 
and were on board the cars. Ginsburg testified that Sauls never received 
delivery of any of them; although it thereafter received several carloads 
of tomatoes which did not pass inspection and which, while shipped, 
had to be destroyed. The trial court did not make any finding upon the 
issue as to whether or not there was a failure of consideration for the 
check in that the merchandise was never delivered, although this issue 
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was directly tendered by defendant’s answer. The court did find, 
however, that Barbe was indebted to the defendant in a sum greatly in 
excess of the sum of $4,500. 

The appellant now concedes that the question of the negotiability 
of the instrument in question is governed by the law of California, that 
under that law it is not non-negotiable, and that the sole question to be 
decided here is as to whether or not the defendant is, as found by the 
trial court, estopped to assert against the plaintiff the offset that it 
was entitled to assert as against Barbe. 

The trial court found a number of probative facts upon which its 
conclusion of law that the defendant is estopped is based. These facts 
may be summarized as follows: That the defendant knew that Barbe 
was in need of funds; that he would immediately upon the receipt of the 
check (for convenience we will denominate the $4,500 instrument a 
check) cash it at plaintiff's bank and would use the proceeds to pay 
his employees; that the defendant intended thereby to provide funds 
for Barbe’s use in paying his employees in connection with the packing, 
harvesting, crating, and loading of tomatoes; that defendant intended 
to stop payment upon the check in the event it did not receive within 
the next day or so bills of lading and inspection certificates pursuant 
to instructions given at the time of the delivery of the check; that at 
the time of the delivery of the check the defendant knew the rainy 
season was approaching, that rain might cause serious damage to the 
tomato crop, and knew that the season for growing tomatoes was 
nearing an end and did not know whether the amount of the tomatoes 
they might ultimately receive from Barbe would be sufficient to enable 
it to make a profit out of the venture; that the defendant did not wish 
to risk its money until it had received and sold such an additional 
quantity of tomatoes as to assure it a profit in the transaction; that the 
defendant conceived the plan of making the checks non-negotiable 
in order to enable it to stop payment; that the defendant concealed 
from plaintiff that it might stop payment and concealed the fact 
that it had eliminated the words “the order of” from the instru- 
ments in order that it might safely stop payment; that the plain- 
tiff had no knowledge of the intent of the defendant to stop 
payment and had no knowledge that the $4,500 evidenced by the check 
was not due and owing to Barbe; that the defendant’s conduct in caus- 
ing orders and checks for payment to be sent to Barbe over the months 
prior to November 17 had caused plaintiff to believe that checks drawn 
on the bank account in the name of defendant would be paid upon pre- 
sentation; that neither the plaintiff nor its officers or agents knew that 
the $4,500 check was non-negotiable under the law of the state of 
California; that defendant at all times intended to conceal the fact 
of the non-negotiability of such order from plaintiff and intended to 
cause plaintiff to cash the same for Forest W. Barbe in reliance upon 
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the past conduct of defendant in not stopping payment on earlier checks. 

We have concluded that certain of these findings are contrary to the 
evidence and that the facts found by the court do not support its con- 
clusion that the defendant is estopped. 

The trial court’s finding that the defendant knew that Barbe would 
cash the check before he had delivered the merchandise against which 
it was an advance, and its finding that the defendant intended the 
plaintiff to rely upon defendant’s past conduct in not stopping payment 
on similar checks, are entirely unsupported by the evidence. 

The only testimony upon this matter was that given by Ginsburg 
and Barbe. Ginsburg testified that his express instructions to Barbe 
were not to use the check until the merchandise had been delivered. 
He also testified that he made the check non-negotiable in form so 
as to be protected if his instructions were disobeyed, but there is no 
evidence that he knew they would be disobeyed. There was no evidence 
that any of the checks nonnegotiable in form which had been delivered 
prior to November 15 had been used by Barbe contrary to instructions. 
Barbe’s testimony did not contradict that of Ginsburg except that it 
was his testimony that the merchandise had in fact been delivered at 
the time he received the check. 

Four things are essential to the application of the doctrine of equit- 
able estoppel. They are: 


1. There must have been a misrepresentation or concealment of the 

matters of fact as to which estoppel is claimed; 

2. The party to be estopped must intend that the other party act 
upon the assumption of the truth of that fact; 

3. The party claiming the estoppel must be ignorant of the true facts; 

4. He must rely to his injury upon the conduct of the party to be 
estopped. Lusitanian-American Development Co. v. Seaboard Dairy 
Credit Corp., 1 Cal.2d 121, 128, 34 P.2d 139; Safway Steel Products, Inc., 
v. Lefever, 117 Cal.App.2d 489, 491, 256 P.2@d 32; Bank of America v. 
Pacific Ready-Cut Homes, 122 Cal.App. 554, 561, 10 P.2d 478; General 
Motors Acceptance Corp. v. Gandy, 200 Cal. 284, 297, 253 P. 137. 


The first essential may be established either by proof of actual 
misrepresentation or by proof of careless and culpable conduct resulting 
in the deception of the party entitled to claim the estoppel, Safway 
Steel Products, Inc., v. Lefever, supra. 

In order to prove the third essential, it is necessary that the evidence 
show not only that the party claiming the estoppel did not have actual 
knowledge of the true facts but that he did not have notice of facts 
sufficient to put a reasonably prudent man upon inquiry, the pursuit 
of which would have led to actual knowledge; the convenient or ready 
means of acquiring knowledge being the equivalent of knowledge, Smith 
v. Penny, 44 Cal. 161; Dean v. Parker, 88 Cal. 283, 26 P. 91; General 
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Motors Acceptance Corp. v. Gandy, supra, 200 Cal. at pages 297-298, 
253 P. at pages 141-142; Nilson v. Sarment, 153 Cal. 524, 531-532, 96 P. 
$15; Jones v. Coulter, 75 Cal.App. 540, 550-551 243 P. 487; Merchants’ 
Ad-Sign Co. v. Sterling, 124 Cal. 429, 434, 57 P. 468, 46 L.R.A. 142; Bank 
of America v. Pacific Ready-Cut Homes, supra. 


The evidence here was entirely insufficient to establish either the 
first or third essential elements. 

The only representation made by the defendant to the plaintiff was 
that contained in the instrument itself. That instrument was concededly 
non-negotiable in character and therefore could not constitute a repre- 
sentation that the defendant would not assert against anyone acquiring 
title to it any defenses that it might have against the payee Barbe. 


By issuing a negotiable instrument, the maker holds out to the 
world that he will not assert against a holder in due course any defenses 
that he may have against the payee. When, however, he issues a non- 
negotiable instrument this representation is lacking, and he may assert 
any defenses that he has against a payee, even though the instrument 
which he issues purports to waive that right, American National Bank 
v. A. G. Sommerville, Inc., 191 Cal. 364, 369-370, 216 P. 376. The fact 
that plaintiff's manager accepted the instrument for deposit and gave 
Barbe credit for the amount under the mistaken belief that it was 
negotiable does not change the situation even if such mistake be con- 
sidered one of fact. His mistake could not change the instrument from 
a non-negotiable to a negotiable one, nor change the character of defen- 
dant’s obligation under the instrument. The only contract that his 
mistake could affect was the contract of assignment entered into between 
plaintiff and Barbe; and we are not concerned with that contract. The 
manager’s mistake could not constitute an element of estoppel in pais 
as against the defendants, for there is no evidence whatsoever that 
defendant’s officers knew or had reason to believe that plaintiff's 
manager was ignorant of the true character of the instrument; and in 
the absence of such knowledge they had a right to assume that the 
manager of a bank which was engaged in handling foreign paper would 
know the essentials necessary to make instruments tendered him 
negotiable. 


The fact that Barbe had on numerous former occasions negotiated 
paper both negotiable and non-negotiable issued by defendant has no 
possible bearing upon estoppel in pais. There was nothing deceitful on 
defendant’s part in honoring these former instruments, nor was there 
any evidence that Barbe in negotiating those instruments had done so 
contrary to instructions and without delivering the merchandise on 
account of which they were delivered to him, or any evidence that if 
he had acted contrary to instructions in those instances that the plaintiff 
knew of Barbe’s deceit and therefore had a right to expect that despite 
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his deceit defendant would waive any defense that it might have to the 
instrument in question. 


Nor can the second element be established on the theory that the 
defendant was negligent in delivering the instrument to Barbe. In 
delivering it to him it relied upon his good faith in performing his 
obligations to it, but did not put him in any position to represent that 
the instrument was anything else other than what it appeared on its 
face to be, to-wit: a non-negotiable instrument. If the plaintiff was 
negligent in delivering this instrument to Barbe before it had received 
the consideration for it, plaintiff was equally guilty of negligence in 
cashing the check without inquiry. In doing so it, as had defendant, 
relied upon Barbe’s honesty and good faith. And so the maxim stated 
in section 3543 of the Civil Code that “Where one of two innocent 
persons must suffer by the act of a third, he, by whose negligence it 
happened, must be the sufferer” has no application, for here if either 
party was negligent then they were equally negligent in that they both 
relied upon the good faith of Barbe and certainly plaintiff had the 
last opportunity to, by exercising care, avoid the loss. 


The evidence fails to establish the third element. The evidence 
establishes without conflict that plaintiff had knowledge of facts 
sufficient to put it upon inquiry and that it had reasonable means of 
ascertaining the true facts. 


Plaintiff's manager was not misled by the form of the check. Before 
accepting it for deposit and giving Barbe credit, he noticed that it was 
not payable to bearer or to order, and he must have known that it 
did not as a part of its text contain the work “check” and therefore, 
being educated in Mexican law,! must have known that it was non- 
negotiable under the laws of the country in which he was active in 
business. He knew that the check was post-dated but accepted Barbe’s 
explanation that that was a mistake on the part of Ginsburg. These 
facts were certainly sufficient to put the plaintiff upon inquiry and it 
had ample means of ascertaining the true character of the instrument 
and whether or not it would be honored. It could have made inquiry 
of defendant, and if it had done so would have learned that the check 
would not be honored but that the defendant claimed that the considera- 
tion for it had failed. It could have accepted it for collection only, 
and withheld credit upon it until it had cleared. Its failure to take 
any action to protect itself was not due in any wise to any representation 
made by the defendant. The fact that other like instruments had been 
honored when presented did not constitute any representation made by 
defendant to induce the plaintiff not to make inquiry as to the one in 
question here. 


1 He was a graduate in law and practiced law for some years in Mexico before’ engaging 
in the banking business. 
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There was no confidential relationship existing between plaintiff and 
defendant and defendant was under no duty to advise the plaintiff 
that it might exercise the rights which the instrument it had issued 
entitled it to exercise; that is, to assert against an assignee of the instru- 
ment all equities and defenses which it had against Barbe, Civ.Code, 
§ 1459. The very form of the instrument was notice of that fact. 

If the facts here are sufficient to estop the defendants from asserting 
the non-negotiability of the instrument in question, then any issuer of a 
non-negotiable instrument may be likewise estopped, for by issuing the 
instrument they put it within the power of the payee to assign it, and 
that in substance is all that the defendant did in issuing the instrument 
in question. 

The conclusion we have come to makes it unnecessary to consider 
whether or not the defendant Sauls, Inc., is the alter ego of the defendant 
Ginsburg. 

The judgment appealed from is reversed. 

WHITE, P. J., and FOURT, J., concur. 


Court Favors Bank in Insurance Agency 
Case 


In a somewhat complicated insurance case involving a bank, 
the Court of Appeals in the Seventh Circuit has handed down 
a decision containing at least two important points concerning 
bankers as indorsee’s of insurance policies, and insurance 
agents. The litigation centered around the allegation that there 
had been misrepresentation by the bank and others as to the 
ownership of an automobile insured by the plaintiff company. 
The insurance company sought to have the court declare the 
policy void. 

The court determined that the bank advised an insurance 
broker that the car on which the policy was to be carried “had 
been or would be transferred to the defendant Frank Jasinski” 
and that therefore the policy should be issued in his name. When 
it turned out that Jasinski was not in fact the owner, the in- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 712. 
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surance company claimed fraudulent representation by the 
bank and the real owner. The court ruled that a representation 
made by an applicant for insurance relating to a future act 
cannot be the basis for an action to declare a policy void. 

The court also ruled that the insurance broker was an agent 
of the insurance company and that the knowledge he had of 
the ownership of the car was therefore imputable to the com- 
pany moreover, there was no apparent basis for the msurance 
company’s contention that the bank, which was to procure the 
insurance for the owner, was the owner’s general agent. Hart- 
ford Accident and Indemnity Company v. Northwest Na- 
tional Bank of Chicago. United States Court of Appeals, 
Seventh Circuit, 228 F.2d 891. Part of the opinion of the court 
is as follows: 


MAJOR, C. J.—Plaintiffs Hartford Accident and Indemnity Com- 
pany and Hartford Fire Insurance Company, both corporations and 
each in the business of writing liability insurance, brought this action 
against Frank Jasinski, Mathew Pobog, Northwest National Bank of 
Chicago, a corporation (hereinafter referred to as the Bank), Edward 


Coyle and Great American Insurance Company, a corporation, under 
the Federal Declaratory Judgment Act, Title 28 U.S.C.A. § 2201, for 
judgment declaring null and void from its inception a combination 
automobile policy No. CH—486719, issued by plaintiffs to the defendant 
Jasinski, effective June 2, 1952, covering an automobile of which the 
defendant Pobog was the owner. As incidental relief, plaintiff Hartford 
Fire Insurance Company prayed that the defendant Bank be required 
to repay the sum of $405.00, which had been paid to it in accordance 
with the loss payable clause endorsement attached to said policy, as 
damages to the automobile, under the mistaken belief that it was owned 
by Jasinski. 

Pobog while driving the automobile described in the policy collided 
with another motor vehicle driven and owned by the defendant Coyle, 
in which collision both automobiles were damaged and Coyle sustained 
personal injuries. Thereafter, Coyle commenced an action in the State 
Court of Illinois against Pobog and Jasinski, to recover damages both 
on account of his personal injuries and damages to his car. Coyle was 
made a party-defendant in the instant case on the premise that he 
would be entitled to have any judgment which he might obtain in the 
State Court paid by the plaintiff insurers in accordance with the terms of 
the policy which they had issued, and for the further reason that Pobog 
and Jasinski had demanded of plaintiffs that they furnish a defense to 
the action brought by Coyle in the State Court. During the course 
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of the proceedings, Great American Insurance Company was dismissed 
as a party-defendant. Jurisdiction was asserted because of the 
admitted diversity of citizenship as between the plaintiffs and the 
defendants, and all defendants other than the Bank admit that the 
requisite amount was involved. 

The complaint among other things alleged that Pobog, on or about 
May 1, 1952, purchased the insured car on a conditional sales contract 
which was turned over to and became the property of the Bank; that 
as required by said contract, insurance was procured from the Provid- 
ence Washington Insurance Company, which issued its policy to Pobog, 
and that Providence subsequently cancelled said policy as of the date 
of issuance. Thereupon, so it was alleged, Pobog, Jasinski and the 
Bank represented to plaintiffs that Jasinski was the owner of the car, 
and as a result of such representations plaintiffs issued their automobile 
combination policy in suit, naming Jasinski as the insured, with a loss 
payable clause endorsement thereon naming the Bank as the lienholder, 
by which endorsement any loss or damage under the policy was payable 
in accordance with the Bank’s interest. The complaint alleged that the 
representations made by Pobog, Jasinski and the Bank to plaintiffs 
that Jasinski was the owner of the automobile “were false, fraudulent 
and untrue and known to be false, fraudulent and untrue by the said 
defendants, and each of them, and were not known to be false, fraudu- 
lent and untrue by the plaintiffs, or either of them” at the time of the 
issuance of the policy, and that absent such false and fraudulent repre- 
sentations plaintiffs would not have issued their policy. 

Numerous motions were filed, including that by the Bank, attacking 
the court’s jurisdiction of the subject matter as to it, which were over- 
ruled. All defendants filed their individual answers to the complaint 
other than the defendant Great American Insurance Company and as 
to it, as we have noted, the complaint was dismissed. In addition, 
Pobog filed a counterclaim alleging that he had borrowed money from 
the Bank not only to purchase the car but also to buy insurance; that 
he had never represented to plaintiffs or anyone at any time that any 
person other than he had owned the car; that Harvey E. Bell who 
procured the policy was plaintiff’s agent; that Bell had full knowledge 
of Pobog’s ownership, and that Bell’s knowledge was imputable to 
plaintiffs. Alternatively, Pobog asserted that the Bank should be 
declared liable to him as an insurer in the event that it be determined 
that the Bank had misrepresented the ownership of the car. This 
alternative prayer by Pobog was stricken on the Bank’s motion, on 
the ground that it raised questions not germane to-the main issue. 

The Bank, as well as Pobog and Jasinski, denied that they or any 
of them represented to plaintiffs that Jasinski was the owner of the 
car, and they each further denied that plaintiffs relied upon such 
representations by the defendants in the issuance of the policy. In 
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addition, the Bank set forth two affirmative defenses: (1) that Bell 
who had written and countersigned the policy in suit was plaintiffs’ 
agent and had known since May 1, 1952 (the date of the purchase of 
the car by Pobog) that Jasinski was a co-signer on the conditional 
sales contract and as such cosigner had an insurable interest in the 
automobile insured by the plaintiffs, and further, that Bell at all times 
had knowledge of the true status of the ownership of the car insured 
by plaintiffs and that they were thereby estopped to deny the validity 
of the contract (policy of insurance), and (2) that plaintiffs on or 
about May 15, 1958, adjusted and settled a claim for damages to the 
insured car in the amount of $405.00, and issued its draft payable to the 
Bank in said amount, all with the previous knowledge as to the true 
ownership of the car, and that as a result of such transaction plaintiffs 
were estopped from claiming as against the Bank that the policy was 
void and unenforceable. 

Depositions of the defendant Pobog and Jasinski, of Harry P. 
Omundsen (loan officer of the Bank) and of Bell, who had procured 
and countersigned the policy, were taken. Interrogatories propounded 
by the Bank to plaintiffs and the answers thereto, as well as interroga- 
tories propounded by plaintiffs to the Bank and the answers thereto, 
were also filed. 

A motion for summary judgment was filed by Pobog, supported 
by a “certificate” of his attorney setting forth his version as to the 
facts shown by the pleadings, admission, answers to interrogatories 
and depositions. Plaintiffs filed objection to the motion by Pobog 
for summary judgment. Thereafter, plaintiffs filed their motion for 
summary judgment and in support thereof adopted the depositions 
of Pobog, Jasinski, Bell and Omundsen, together with the exhibits 
thereto attached, the answers to the interrogatories by the various 
parties and the affiidavits of two of their officials, Rutherford and 
Healy, together with a copy of the agency agreement entered into 
between plaintiffs and Bell. In connection therewith, plaintiffs tendered 
in open court the sum of $142.88, representing the premium received for 
the policy in controversy, to be returned to such of the defendants as 
the court might direct. A hearing was had upon the respective motions 
for summary judgment and, at the request of counsel for Pobog, Bell 
further testified before the court. 

The court, upon submission of briefs by the respective parties, took 
the motions under advisement and, on February 18, 1955, entered its 
findings of fact, conclusions of law and judgment. It adjudged that 
the policy was null and void, and of no force and effect from the date 
of its inception, and that the defendants had no rights or benefits 
thereunder; that the Bank repay to the plaintiff Hartford Fire Insur- 
ance Company the sum of $405.00, which the said plaintiff paid to the 
Bank to cover the cost of repairs of the automobile described in the 
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policy. Also, the defendants were enjoined from making or prosecuting 
any claim against the plaintiffs or either of them by reason of the 
issuance of said policy. The judgment further recited that the sum 
of $142.88, received by plaintiffs in payment of premium for the policy, 
had been included in the amount of the loan made by the Bank to 
Pobog, which said loan had been paid by Pobog in full, and that 
the amount of said premium tendered in court by plaintifis be paid 
to Pobog. Thereafter, the Bank and Pobog filed motions to set aside 
or to alter or amend the said judgment, which motions were denied April 
19, 1955. 

From such judgment, as well as from the order denying motions to 
vacate and set aside the judgment, the defendant Bank appeals in 
No. 11503, the defendant Pobog in No. 11504, and the defendants 
Jasinski and Coyle in No. 11505. Separate briefs have been filed in 
this court by the Bank and Pobog, which Jasinski and Coyle have 
adopted. 

The issues argued in this court, as might be expected of a situation 
so complicated in its nature, are numerous. The Bank in its brief 
enumerates the contested issues in substance as follows: (1) that 
summary judgment in favor of the plaintiffs was erroneous and 
contrary to the provisions of Rule 56(c) of the Rules of Civil Procedure, 
28 U.S.C.A., because genuine issues as to material facts were involved; 
(2) that the court erred in finding and concluding that Bell was acting 
as agent for the Bank and not as agent for plaintiffs and that knowledge 
on his part as to the ownership of the car was not imputable to plaintiffs; 
(3) that the court erred in its refusal to enter summary judgment in 
favor of Pobog inasmuch as the plaintiffs conceded all of the material 
facts asserted in support of Pobog’s motion for such a judgment; (4) 
that the court erred in finding that there was a misrepresentation by 
the defendants or any of them materially affecting the risk under the 
policy issued by plaintiffs, and (5) that the court erred in its denial 
of the Bank’s motion to dismiss as to it for lack of jurisdiction. The 
contested issues as stated in Pobog’s brief are substantially the same 
as those stated by the Bank insofar as they relate to him, that is, that 
there were controverted issues of material facts which preclude a suia- 
mary judgment in favor of plaintiffs and that the uncontradicted facts 
were such as to require a summary judgment in favor of Pobog. In 
addition, Pobog contends that his alternative claim for relief against 
the Bank should have been entertained. Plaintiffs’ brief contains no 
statement of contested issues. It is fair to state, however, that they 
take direct issue with every contention advanced by the defendants 
which would or might affect the propriety of the judgment under 
review. ... 

In the beginning, we think it important to consider certain issues 
of law which vitally affect the decision of the District Court as embodied 
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in its judgment. Referring to the time of the cancellation of Pobog’s 
policy issued by the Providence Washington Insurance Company, the 
court found: 


“Shortly thereafter, the defendant, Northwest National Bank 
of Chicago, again called its said broker, the said Harvey E. Bell, 
advised him that the said automobile had been or would be trans- 
ferred to the defendant, Frank Jasinski, and ordered a new policy 
to be written, naming the defendant, Frank Jasinski, as insured 
therein, which said order, the said Harvey E. Bell placed with 
the plaintiffs, Hartford Accident and Indemnity Company, a 
corporation, and Hartford Fire Insurance Company, a corpora- 
tion, in response to which said order the plaintiffs issued its 
policy No. CH486719, naming the defendant, Frank Jasinski, as 
the insured therein, and describing him therein, except with 
respect to bailment lease, conditional sale, mortgage or other 
incumbrance as the sole owner thereof, said policy also bearing 
a loss payable endorsement running to the defendant, Northwest 
National Bank of Chicago, and for which the plaintiffs were 
paid a premium in the sum of One hundred forty-two and 
88/100 dollars ($142.88). The transfer, as represented by the 
defendant, Northwest National Bank of Chicago, was never 
effected, and the defendant, Frank Jasinski, never acquired any 
right, title or interest in or to the said automobile, of which 
facts the defendant, Northwest National Bank of Chicago, never 
advised the said Harvey E. Bell.” 


Also, the court concluded as a matter of law: 


“The said Harvey E. Bell, in placing the order for the said 
policy No. CH486719 with the plaintiffs, Hartford Accident and 
Indemnity Company and Hartford Fire Insurance Company, 
was acting solely as broker for and agent of the defendant, 
Northwest National Bank of Chicago, and not as agent for the 
plaintiffs under his agency agreement with the plaintiff, Hartford 
Accident and Indemnity Company.” 


We think there resides in the finding and conclusion thus quoted, 
particularly the latter, the heart of this controversy. Plaintiffs appear 
to regard lightly the importance of this conclusion and suggest that 
the appeal is from the judgment, not from the findings and conclusions. 
Even so, the judgment in favor of the plaintiffs rests upon the findings 
of fact as made by the court and upon its conclusions of law. 

Bell’s denial that he was a general agent for plaintiffs or that he 
called himself a broker and was referred to as such is of little import- 
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ance, certainly it is not controlling. As was stated in Tri-City Trans- 
portation Company, Inc., etc. v. Bituminous Casualty Corporation, 
311 LlLApp. 610, 615, 37 N.E.2d 441, 443: 


“It is established that whether a party acts as a broker or 
agent is not determined by what such party is called, but is to 
be determined from what he does—that is, that his acts determine 
whether he is an agent or a broker.” 


Plaintiffs attached to their motion for summary judgment a copy 
of the agency agreement signed by Hartford Accident and Indemnity 
Company and by Harvey E. Bell, agent, by which authority was granted 
to Bell as agent “to solicit and submit applications .. .; to issue and 
deliver policies, bonds, certificates, endorsements and binders which 
the Company may, from time to time, authorize to be issued and 
delivered; to collect and receipt for premiums thereon or therefor; 
to cancel such policies . . . in the discretion of the Agent where cancel- 
lation is legally possible; and to retain out of premiums collected and 
paid over to the Company in accordance herewith, as full compensation 
on business placed with the Company ...” The agreement further 
provided, among other things, for the rendition of a monthly account 
by the agent, showing the amount due the company, for the furnishing 
of supplies by the company to remain as their property and to be 
returned by the agent to the company upon demand. Further, the 
company reserved the right to cancel any contract of insurance upon 
notice to the agent. 

Moreover, Bell testified that this agency agreement had been in 
effect for some six years; that he had on behalf of Hartford solicited 
insurance and taken applications therefor from individuals and cor- 
porations; that such applications were sent to the company and that 
policies issued thereon were mailed to him, which he countersigned as 
agent for plaintiffs by writing his name on a space provided therefor; 
that he collected premiums, issued receipts therefor in the company’s 
name, placed binders thereon, had the authority to place insurance 
effective immediately, and that on some occasions such insurance was 
honored by the company by the payment of losses sustained prior to 
the issuance of the policy. The name “Hartford Agency” appeared on 
the door of his office. On February 7, 1953, Pobog went to the office 
of Bell and reported the collision between his car and that of Coyle, 
which had occurred on the day previous. Thereupon, Bell in his own 
handwriting executed a “Report of Loss” upon a form furnished by 
plaintiffs, containing information given him by Pobog. The report 
was signed by the latter and sent by Bell to plaintiffs. 

In our judgment, contrary to the conclusion of the trial court, Bell 
was, under the related circumstances which are not in dispute, as a 
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matter of law a general agent of plaintiffs. Such being the case, any 
knowledge as to ownership of the car, possessed by Bell at the time of 
the issuance of the policy in suit, was imputable to plaintiffs. This 
view, so we think, is supported by both state and federal decisions. 

In James v. Metropolitan Life Insurance Company, 331 Ill.App. 285, 
73 N.E.2d 140, the court had before it the question as to whether the 
agent for the insurance company was a “soliciting agent” whose acts 
and knowledge could not be charged to the insurer, or whether he was 
a general agent whose acts and knowledge would be imputable to the 
insurer. The court in holding that he was a general agent defined such 
term as follows 311 Ill.App. at page 290, 73 N.E.2d at page 143: 


“This agent had been such for at least 14 years. His duties 
included soliciting of insurance, taking of applications, submission 
of applications to the district office, receiving and delivering 
the policies to the insured when issued, countersigning of the 
same when delivered and the collection of the premiums on the 
policy. This constituted him a general agent of the company 
whose acts were binding upon it and who had power to waive 
conditions of the policy and the supplementary agreement in 
question.” 


In support of this conclusion the court cites John Hancock Mutual 
Life Insurance Company v. Schlink, 175 Ill. 284, 51 N.E. 795, and 
Niemann v. Security Benefit Association, 350 Ill. 308, 183 N.E. 223. 
In the Hancock case it was contended by the insurance company that 
the person who procured the insurance was not its agent but that he 
was the agent of the insured. (This is similar to the contention in 
the instant case that Bell was the agent or broker for the Bank and 
not the general agent for plaintiffs.) The court rejected this theory 
and in so doing stated 175 Ill. at page 289, 51 N.E. at page 796: 


“As to the first proposition, by the terms of the contract 
under which Ballance was appointed he was authorized to 
procure applications for policies of insurance upon the lives of 
individuals, and to collect premiums, in accordance with the 
rules of the company. He was entrusted with the power of 
delivering policies for the company. Clothed, therefore, with the 
power of soliciting insurance, delivering policies, and collecting 
premiums, Ballance was the agent of the insurance company, 
and not the agent of Pendergast.” 

* * * * 7 
Thus, there emerge from these decisions three pertinent propositions 
of law, (1) Bell was the general agent of plaintiffs, (2) Bell was not 
the agent either of the Bank or Pobog and (8) any knowledge possessed 
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by Bell at the time of issuance of the policy in controversy relative to 
the ownership of the car was imputable to plaintiffs. The question as 
to whether Bell possessed such knowledge was a material factual 
issue. The trial court made no finding on this point, obviously for 
the reason that it was regarded as immaterial in view of the finding 
and conclusion that Bell was the agent of the Bank and not that of 
plaintiffs. 

However, this question as to knowledge on the part of Bell, while 
primarily presenting an issue of fact, might become one of law if the 
evidentiary facts bearing thereon were without dispute. We have 
thus carefully examined the record for the purpose of ascertaining if 
there is any dispute as to the evidentiary facts relevant to this material 
issue, from which we conclude that while the circumstances strongly 
indicate that Bell at the time of the issuance of the policy had knowledge 
that Pobog and not Jasinski was the owner of the car, we cannot say 
that the issue is without dispute. The fact is, as we have indicated, 
the conclusion which the court reached and the theory on which the 
case was presented by plaintiffs made the issue of knowledge relatively 
unimportant. In any event, we are of the view that the issue as to 
knowledge on the part of Bell should first be considered and decided by 
the trial court. 

We have not overlooked the numerous cases cited and relied upon 
by plaintiffs which hold that a misrepresentation as to ownership is 
material and will avoid the policy. Typical of such cases are Patterson 
v. Durand Farmers Mutual Fire Insurance Company, 303 Ill.App. 128, 
138, 24 N.E.2d 740; Didlake v. Standard Ins. Co., 10 Cir., 195 F.2d 247, 
251, 33 A.L.R.2d 941; Bettinger v. Northwestern Nat. Cas. Co., 8 Cir., 
213 F.2d 200, 206. These cases, however, and others of their class, like 
the theory on which plaintiffs attempt to sustain the summary judgment 
in their favor, are clearly distinguishable on the grounds that there was 
involved no question of the effect to be given a misrepresentation made 
to the general agent of an insurer of which such agent had knowledge. 
The rule announced in such cases, therefore, is not inconsistent with 
that followed in the cases which we have heretofore cited and which 
hold that knowledge of misrepresentation on the part of a general 
agent is imputable to the insurer and cannot be utilized by it to avoid 
the policy. 

Moreover, it has been held in Illinois that an insured’s false repre- 
sentation of sole ownership of an automobile is not a misrepresentation 
materially affecting a risk assumed by the insurer with respect to third 
persons (such as Coyle in the instant case), and- does not avoid the 
policy as to such person. Mid-States Insurance Company v. Brandon 
340 Ill.App. 470, 92 N.E.2d 540. See also the decision by this court in 
Hawkeye-Security Ins. Co. v. Presbitero & Sons, Inc., 209 F.2d 281, 
283-284. Plaintiffs contend that the holding in the Brandon case is 





726 THE BANKING LAW JOURNAL 


not the rule of Illinois, that it has been overruled in later cases. We 
need not resolve any doubt on this score, however, because the conclu- 
sion which we have stated is not dependent on the rule announced in 
the Brandon case. 

In our view, there was another material issue of fact which would 
have to be resolved in plaintiffs’ favor before they would be entitled 
to the relief sought, and this irrespective of whether their agent Bell 
had knowledge of the alleged false representations as to ownership. 
That issue is whether the alleged misrepresentation was such as is 
cognizable in law as fraudulent. As heretofore noted, the misrepresenta- 
tion alleged in the complaint was that the defendants Pobog, Jasinski 
and the Bank represented to plaintiffs that Jasinski “was the owner” 
of the car, and that it was upon this representation that the policy 
was issued. There is not a scintilla of evidence, however, that either 
Pobog or Jasinski made any misrepresentation to Bell as to ownership 
of the car or in any other respect. In fact, it is undisputed that Pobog 
did not talk to Bell concerning the issuance of the policy and had no 
knowledge that the policy had been issued in the name of Jasinski 
until he reported to Bell the collision of February 6, 1953, which gave 
rise to this lawsuit. While Jasinski, at the suggestion of Omundsen, 
called on Bell at the latter’s office relative to insurance for Pobog’s 
car, he protested to Bell against issuance of the policy in his name and 
he, like Pobog, had no knowledge that the policy had been issued in 
his name until after the Pobog-Coyle collision. Consequently, any 
misrepresentation relied upon by plaintiffs, and about this there is no 
dispute, was that made by the Bank which through its officer, Omundsen, 
called Bell and requested that a policy be issued insuring Pobog’s car. 

The court did not find, however, that the Bank represented to Bell 
that Jasinski was the owner of the car, as alleged, but that it advised 
Bell that the said automobile “had been or would be transferred to the 
defendant Frank Jasinski.” It has been held that a representation made 
by an applicant for insurance relating to a future act is not such a 
misrepresentation as will afford the basis for an action to declare the 
policy void. Kethley v. Mutual Life Insurance Company of New York, 
271 Ill. 584, 111 N.E. 503; Couch on Insurance, Vol. 4, Sec. 835, p. 2719. 
In the Keithley case it is stated 271 Ill. at page 586, 111 N.E. at page 504: 


“In order to constitute fraud in law, a representation must 
be an affirmance of fact, and not a mere promise or expression of 
opinion or intention. A promise to perform an act, though ac- 
companied at the time with an intention not to perform it, is 
not such a representation as can be made the ground of an 
action for deceit. [Citing Illinois cases.]” 


And on the following page: 
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“The statement of a thing in the future, to be a fraudulent 
misrepresentation, must amount to the statement of a fact.” 


It is pertinent to note that no written application for the policy 
was made by the Bank or anybody else. All of the evidence relative to 
the alleged misrepresentation is embodied in a telephone conversation 
between Omundsen and Bell and there is a conflict between the testi- 
mony of these two parties as to what was said. Omundsen categorically 
denied that he told Bell that Jasinski was the owner of the car, that 
title had been placed in his name or that it would be. On the other 
hand, Bell testified at one point that he was told by Omundsen that 
title had been placed in Jasinski and at another point that Omundsen 
merely stated that title would be placed in the name of Jasinski. If 
Omundsen’s testimony is accepted, there was no misrepresentation. 
If it be rejected, however, it would have to be determined which of the 
versions testified to by Bell was correct. A mere statement by Omund- 
sen that title would be placed in Jasinski would amount to nothing 
more than a promise or an intention to perform an act in the future 
and would not constitute a fraudulent representation. On the other 
hand, if Omundsen falsely stated to Bell as a fact that title had been 
placed in Jasinski or that Jasinski was the owner of the car, such a 
statement, assuming that Bell was without knowledge of its falsity, 
would constitute a fraudulent representation which would avoid the 
policy as to the Bank. 


Assuming, however, that the Bank by its officer, Omundsen, made 
the false representation to Bell as to ownership of the car which induced 
the issuance of the policy, and assuming further that Bell was without 
knowledge of such false representation, another issue of fact emerges 
insofar as Pobog is concerned. As heretofore noted, there is neither 
claim nor proof that Pobog made any kind of a representation to Bell 
relative to the issuance of the policy. All that Pobog had knowledge of 
was that he was the owner of the car, that he had obtained a loan from 
the Bank to be used in paying the balance of the purchase price, that 
the loan included a sum to be used in payment of a premium on a 
policy of insurance, and that a policy had been issued by Bell as the 
agent of plaintiffs. Plaintiffs advance the theory that the Bank was 
the agent of Pobog for the purpose of procuring insurance and that 
the latter is bound by any misrepresentation made by it. No finding 
was made on this phase of the case as it apparently was immaterial 
to the theory on which the case was presented by plaintiffs and decided 
by the court. Certainly there is no basis for holding as a matter of law 
that the Bank was the general agent of Pobog. Plaintiffs’ contention on 
this point raises only an issue of fact, which would require a determina- 
tion from the circumstances attending the relationship between Pobog 
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and the Bank by applying thereto the recognized criteria for making 
such determination. This issue, on remand, might or might not become 
material, depending upon the disposition of other factors which we have 
discussed. 

As was stated in the beginning, this case presents a complicated and 
in many respects a confusing situation, and we are not certain that 
this opinion is as enlightening as it should be. Therefore, a resume 
of the conclusions which we have reached may be in order. We hold 
that it was error to enter a summary judgment in favor of plaintiffs 
because there were material issues of fact in dispute. We hold that 
Bell as a matter of law was the general agent of plaintiffs and that any 
knowledge possessed by him as to ownership of the car was imputable 
to plaintiffs. We hold that whether Bell possessed such knowledge 
presents an issue of fact. We hold that if Bell possessed such knowledge, 
plaintiffs are entitled to no relief even though the false representation 
as to ownership was made as alleged. We hold that if Bell was not 
possessed of such knowledge, an issue of fact emerges as to whether 
a misrepresentation was made by the Bank and, if so, whether it was 
such as the law characterizes as fraudulent. We hold in any event that 
any misrepresentation made by the Bank as to ownership of the car 
would not be binding upon Pobog in the absence of a determination that 
the Bank was his agent, with authority, express or implied, to make 
such misrepresentation. 

We are of the view that Pobog’s motion for summary judgment was 
properly denied. It is apparent from our previous discussion that there 
are unresolved material issues of fact which would preclude a summary 
judgment in his favor. This does not mean, of course, that the court 
is without power to grant relief to Pobog. We think there is no merit 
in plaintiffs’ contention that no relief could be allowed Pobog because 
he had not sought a reformation of the policy. True, he did not do so 
in that express language but in his counterclaim he prayed for a declara- 
tory judgment “That the policies issued by the [plaintiffs] be decreed 
good, valid and subsisting policies and that this respondent is entitled 
to all the protections afforded thereby,” and “for such other and further 
relief as might be proper in the premises.” 

Plaintiffs cite cases which hold that in case of mutual mistake the 
proper procedure is an action in equity to reform the contract and to 
enforce the policy as reformed. Beddow v. Hicks, 303 Ill.App. 247, 254, 
25 N.E.2d 93; Ladone v. National Casualty Company, 279 Ill.App. 258, 
262. Such cases, so we think, are without application. There is involved 
in this proceding an issue of fraud, not of mutual mistake. It was Pobog 
who owned the car and it was his money which plaintiffs accepted in 
payment of the premium for insurance thereon. It is for the court to 
determine whether he is entitled to protection under the policy wrong- 
fully issued, so it is alleged, in the name of Jasinski. Upon a determina- 
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tion by the court favorable to Pobog, we have no doubt but that it 
will be able to formulate a proper judgment. 

There remains to be considered the contention of the Bank that the 
suit as to it should have been dismissed for lack of jurisdiction on the 
ground that the requisite amount was not involved. This contention is 
based upon the Bank’s theory that there was nothing in dispute 
between plaintiffs and it other than the sum of $405.00, which the 
Bank had received from the plaintiff Hartford Fire Insurance Company 
in payment of damages to the car occasioned by the Pobog-Coyle 
collision, which by the judgment under attack the Bank was required 
to pay to the insurer. We think this is a misconception of the situation. 
There was only one policy involved, although it is true that each of 
the plaintiffs assumed separate and distinct portions of the coverage 
provided. Even so, the rights and liabilities of each were in many 
respects dependent upon the other. The amount in controversy was 
the value of the policy in suit or, perhaps more accurately stated, 
the amount of the liability which plaintiffs were called upon to assume, 
and not merely the amount in dispute between plaintiffs and the Bank. 
See Overby v. Gordon, 177 US. 214, 20 S.Ct. 603, 44 L.Ed. 741. In 
Home Insurance Co. of New York v. Trotter, 8 Cir., 130 F.2d 800, 803, 
the court stated: 


“But where in such actions the relief sought is a declaration 
of the validity or invalidity of a contract, the value of the contract 
determines the amount in controversy for the purpose of deter- 
mining jurisdiction.” 


In State Farm Mut. Automobile Ins. Co. v. Hugee, 4 Cir., 155 F.2d 
298, 302, 132 A.L.R. 188, the court stated: 


“A case such as this is to be distinguished from one where 
there is a bona fide controversy between the nonresident insurance 
company and the insured, and where one holding a claim against 
the insured is brought in for the purpose of securing a complete 
settlement of the entire controversy. In such case the nonresident 
company is entitled to invoke the jurisdiction of the federal courts 
for the purpose of settling the controversy with the resident 
insured; and the fact that another resident may be joined for 
the purpose of obtaining a complete settlement of the controversy 
does not oust the jurisdiction.” 


It must not be overloked that plaintiffs in their action sought against 
all the defendants, including the Bank, a declaratory judgment that 
the policy was null and void. As a basis for such declaration, the Bank 
and certain other defendants were charged with perpetrating a fraud 
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in the procurement of the policy. As we have shown, the fraud, if 
any such there be, was committed by the Bank. More than that, it 
was in a sense a beneficiary because of the loss payable clause endorse- 
ment to the policy. It was, therefore, so we think, an indispensable 
party to the action. As such, the court acquired jurisdiction of it as 
well as of other defendants. The fact that specific relief was sought 
against the Bank of a sum less than the jurisdictional amount was 
only incidental to the main purpose of the suit and did not impair the 
jurisdiction of the court to determine the rights of all the parties, in- 
cluding the Bank. 
The judgment is reversed and the cause remanded. 


FINNEGAN, Circuit Judge. 


When a motion for summary judgment is improvidently granted, 
as here, I would send the case back below without comment on the 
issue or issues of fact necessitating our reversal. The ultimate result 
reached has my full approval. Yet, and regretfully, I am unable to 
agree with everything stated by Judge MAJOR, because I think when 
litigants are to proceed again, at the trial level, with a cause after our 
review, the matter should arrive below with a minimum of material 
which might stimulate preconceived notions on the part of everyone 
participating pursuant to our reversal. 

For these reasons I do not wish to be bound by the majority’s 
opinion beyond my approval, as already stated. 


Trust Funds of Check Seller Ruled Subject 
to Attachment 


The indorsee of a payee of ten checks issued by a check sell- 
ing and cashing corporation deposited the checks in the plain- 
tiff bank. The corporation stopped payment on the checks 
and in order to recoup some of its loss, the depositary bank 
attached trust funds of the corporation in another bank. The 
corporation objected on grounds that the checks were not 
issued in the usual course of its business and that therefore 
the funds held in trust were not subject to attachment. The 
court refused to accept this theory and ruled that under Cali- 
fornia Financial Code §12800.3, which is a general and com- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 99. 
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prehensive statute, such funds are attachable. Bank of America 
National Trust and Savings Association v. Cole’s Check Serv- 
ice, Inc. District Court of Appeal of California, 293 P.2d 67. 
The opinion of the court is as follows: 


DORAN, J.—As recited in appellant’s brief, “Involved in this appeal 
is the right of the respondent to attach trust funds in the possession of 
Cole’s Check Service, Inc., appellant herein. Said trust funds consisted 
of two bank accounts in The Bank of Los Angeles at Westwood in 
appellant’s name and designated as follows: 


“1. Trust No. 1 in which there was on deposit 
ee i ee os a ee as ge ws 

“2. Trust No. 2 in which there was on deposit 
et ee «2 ae + we oe o Oe 


$19,055.59 


o ee a ee a ae a ee ae 


“Said trust funds were attached in the above entitled action by 
respondent through service of a writ of garnishment or attachment 
on The Bank of Los Angeles at Westwood on April 1, 1955. 

“Respondent’s Statement to Clerk on Attachment contained the 
following statement: ‘It is the intention of the plaintiff to instruct 
said Sheriff to attach the following described property belonging to the 
defendants Cole’s Check Service, Inc.: monies, debts, credits, bank 
accounts, safe deposit boxes, and other debts due and credits belonging 
to the defendant Cole’s Check Service, Inc.’ 

“Tt was proved by the appellant and not denied by respondent that 
the funds in said Trust Account No. 1 and Trust Account No. 2 were 
deposited by appellant as trust funds pursuant to Section 12300.3 
of the California Financial Code. 

“The gravamen of respondent’s action is based on the claim that 
it is a holder in due course of ten (10) checks issued by appellant to 
Al Lichtman, agent, in the aggregate sum of $50,000.00 and endorsed 
by Al Lichtman to Pipermart who in turn deposited the checks in 
its bank account with respondent. 

“Respondent claims it gave credit to Pipermart to the extent of 
$50,000.00 in reliance of the deposit of said ten (10) checks in the 
bank account of Pipermart in respondent’s bank. 

“Appellant stopped payment on said ten (10) checks and refused 
to pay the same, alleging no consideration and respondent attached 
the trust funds to recoup in part its losses. The ten (10) checks were 
not drawn on trust funds but were drawn on the general account of 
appellant and appellant claims that said checks were not sold in the 
usual course of business of check selling and cashing. 
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“Respondent claims that the ten (10) checks were sold in the usual 
course of business by appellant and hence respondent was entitled to 
attach the trust funds as a holder in due course under this section.” 

It is argued by appellant that two questions are involved, viz.: 

“(a) Are all checks issued by a check seller and casher deemed to 
be in the same category as checks and drafts and money orders sold 
by appellant as a check seller and casher under the Act? 

“(b) If the above question is answered in the affirmative, the trust 
funds would be subject to the levies of all purchasers, holders in due 
course, and payees of all checks issued by appellant whether drawn on 
trust funds or the general funds of appellant. 

“(c) If the answer to (a) above is in the negative, then only 
purchasers, holders in due course and payees of checks sold by appellant 
in its business as a check seller and casher would have the right to levy 
on trust funds. 

“From the above considerations it must be decided whether or not 
the trial court erred in refusing to grant the motion of appellant to 
release from the attachment the trust funds deposited pursuant to 
Section 12300.3 of the Financial Code.” 


Section 12300.3 of the Financial Code provides that, 

“Nothing in this law shall be construed to prevent a purchaser, 
a holder in due course, the payee of a check, draft, or money order 
sold by the licensee in the usual course of his business, or an 
obligor for whom the licensee is acting as an agent in paying bills 
of the obligor, from taking any legal action necessary to enforce 
any claims which said purchaser, holder in due course, payee, 
or obligor may desire to take including the right to levy attach- 
ment or execution.” 


Appellant’s argument is highly technical whereas the above provision 
is general and comprehensive. 

From a review of the record it is obvious that appellant’s contentions 
lack support in the facts and the law. 

The order appealed from is affirmed. 

WHITE, P. J., and FOURT, J., concur. 


ESCROW CHECK “DELIVERED” UNDER CRIMINAL 
STATUTE 


It has been decided by the Supreme Court of Kansas that delivery of a check 


to a bank to be held in escrow is sufficient “delivery” under the criminal statute 
making it a crime to issue a check on insufficient funds. The court ruled the check had 
been “delivered” despite the fact that it would either not be presented until a future 
date or might never be presented if the contingency stated in the escrow agreement 
did not occur. State v. Brennan, Supreme Court of Kansas, 285 P.2d 786. 
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Trust Company Sues Under Cy Pres 
Doctrine 


In the administration of trusts and estates there is an ex- 
pression which appears quite often and which is applied to 
charitable trusts. The expression is cy pres, meaning literally 
“as near as.” The cy pres doctrine means simply that if prop- 
erty is given in trust for charity and it becomes impossible, 
impracticable or illegal to carry out that particular trust, the 
court will direct the application of the trust property to some 
other charitable purpose which is “as near as” the original trust 
as possible. It is a doctrine applied to carry out the general 
charitable intent of the creator of a trust. 

In this case, a corporate trustee acting for two different 
trusts under the same will brought suit against itself in its 
fiduciary capacities for a determination of how to apply the 
proceeds of each trust. The testator, who wrote his will in 1935 
and died in 1940, provided $25,000 in trust for the establish- 
ment of a library, the residue of his estate to go in trust for the 
“needy poor.” When it appeared that $25,000 was inadequate 
to build a library, and when it was believed by the library trus- 
tees that there were excess funds in the trust for the poor, the 
court was asked to apply the cy pres doctrine and direct that 
the excess funds from the residual trust be applied to the 
building of the library. The court ruled that the excess funds, 
if indeed there was an excess, could not be applied to the library 
trust because this would not be carrying out the general intent 
of the testator to aid the needy poor, that is, it would not be 
“as near as” possible to a needy poor trust. 

The court ruled in addition that even though the funds 
for the library were not sufficient to carry out the trust, they 
would not be transferred to the residual trust for the needy 
poor since this too, would not carry out the general charitable 
intent of the testator. Under the cy pres doctrine they must 
be used somewhat as library funds would be used. First Na- 
tional Bank & Trust Company v. First National Bank 
& Trust Company, Court of Chancery of Delaware, 121 A.2d 
296. The opinion of the court is as follows: 
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SEITZ, C.—Plaintiffs seek instructions as to whether a portion of 
the corpus of one testamentary trust (“Needy Poor”) can be transferred 
under the cy pres doctrine to assist in effectuating the testator’s inten- 
tion with respect to another trust (“Library”). 

Plaintiffs are co-trustees under the will of Daniel Hirsch, deceased. 
They are also named as defendants in their capacities as co-trustees under 
the testamentary trusts involved in this litigation’. Because public 
charities were involved, the Attorney General was made a party defen- 
dant. His office took no active part in the case. 

Basically we are dealing with the application of the cy pres doctrine. 
In support of his contention that as a matter of law, regardless of the 
factual proof, the alleged excess corpus in the Needy Poor Trust can- 
not under the cy pres doctrine be transferred to the Library Trust, the 
attorney for the Needy Poor Trust has moved for judgment on the 
pleadings. This is the decision thereon. 

By making his motion for judgment the attorney for the Needy 
Poor Trust necessarily accepts, for present purposes, the truth of the 
material factual allegations. Let us see what they show. Daniel Hirsch 
of Milford, Delaware died September 14, 1940, leaving a last will dated 
September 10, 1935. By his probated will he first provided for a number 
of general and specific legacies, devises and bequests. Under Item 13 
the residue of his estate was left in trust, the income to be paid to his 
widow and brother and to the survivor of them. Upon the death of the 
survivor the trust corpus was to be divided into five separate trust funds 
for different charitable purposes. The first three such trusts were 
substantially as follows: 


1. $25,000 for “The Daniel Hirsch Endowment Fund.” The 
income was to be paid to the Milford Hospital to be used for the 
care of indigent persons residing within a five mile radius of 
the hospital. 

2. $25,000 for “The Mary E. Hirsch Endowment Fund.” The 
income was to be paid to the Presbyterian Church of Milford for 
maintenance, etc. 

8. $10,000 for “The Daniel Hirsch Scholarship Fun.” The 
income was to be used for college scholarships for two students of 
the Milford High School. 


After providing for the three trusts mentioned, the testator created 
the so-called Library and Needy Poor Trusts. The language creating 
such trusts follows: 

“The Further sum of Twenty-five Thousand Dollars ($25,- 

000.00) thereof to be set aside as a Free Public Library Fund. 


1 Because the trustees of the Needy Poor and the Library Trusts were the same, the 
Court appointed attorneys to represent each of such trustees. 





THE BANKING LAW JOURNAL 


Fifteen Thousand Dollars ($15,000.00) of said fund is to be used 
for the purpose of the purchase of a suitable site for free public 
library building in the City of Milford aforesaid, and the erection 
theron of a library building to be known as “The Blanch C. 
Hirsch Free Public Library.” The Trustees hereinbefore named 
shall have full power and authority to select such site and to 
erect a library building thereon, but it is my wish that I. Dolphus 
Short, one of said Trustees, shall have the controlling voice both 
in the selection of the site and the erection of the building. And 
it is my suggestion and wish that the said building shall be of 
domestic brick, and that the plans for such building shall be pre- 
pared by a competent architect. 

“(e) The remaining Ten Thousand Dollars ($10,000.00) of 
said fund I direct to be invested by my said Trustees and kept 
invested in such securities not necessarily legal, as shall in the 
judgment and discretion of my Trustees, appear good, safe and 
profitable, and the income therefrom to be used for the general 
upkeep and maintenance of said library, but not for the purchase 
of books nor for salary of librarians. Should not the necessary 
and proper steps be taken for the erection of the above named 
public library building within one year from the date of the 
death of the survivor of my said wife and brother, the said pro- 
visions for such library building and its upkeep and maintenance 
shall become null and void and the sums so set apart and provided 
for that purpose shall become a part of my residuary estate and 
treated as such. 

“Item 14. After the payment of the several legacies and the 
setting up of the various trusts herein provided for, the rest and 
residue of my estate of whatever it may consist shall be turned 
over to the said Trustees provided for in the second paragraph of 
Item 13 to be by them invested, reinvested and kept invested in 
such securities, not necessarily legal, as shall in their judgment 
appear good, safe and profitable and the net income therefrom 
paid over semi-annually to the societies or organizations that look 
after and administer to the needy poor of the City of Milford, and 
said Trustees shall have entire control in the selection of the 
societies or organizations to which such income is to be paid.” 


The estate was settled on January 1, 1942, at which time the trustees 
received assets valued at $117,275.69. At the death of the surviving 
life beneficiary on February 18, 1954, the market value of the assets 
to be distributed to the five trusts had increased to the total of 
$197,385.26. The Needy Poor Trust received $112,385.26. 

It is alleged that because of the changed economic conditions which 
occurred following the death of the testator the library trustees now find 
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it impossible to carry out the general intention of the testator 
to acquire a site, erect a library building and maintain it for $25,000. 
They allege that these things can be done for $75,000. 

The cross complaint of the Library Trustees specifically alleges 
that “the corpus of the trust for the Needy Poor of the City of Milford, 
under the present circumstances, is excessive for the charitable purpose 
for which it was intended.” This is allegedly so because of an increase 
in public relief since the testator’s death. These allegations are denied 
by the Needy Poor Trustees. I have assumed the alleged excess for the 
purpose of disposing of the contention of the Needy Poor Trustees that 
if there is an excess it nevertheless cannot go to the Library Trust. 
However, it will be noted that the second ground of my decision requires 
a different treatment of this allegation. 

Milford is without a public library building, the present library 
being housed in two rooms on the second floor of the Community 
Building. It is administered by library commissioners appointed by 
the resident judge and financed by a small state appropriation and a 
real estate tax levied within the Milford School District. 

On these alleged facts and on the present motion for judgment on 
the pleadings by the trustees of the Needy Poor Trust, the question 
first presented is whether the alleged excess of corpus in the Needy 
Poor Trust could under any rule of law be transferred to the Library 
Trust. I pose the issue in this manner because I assume no ruling 
on cy pres is sought except in connection with the diversion of the 
funds to the Library Trust. 

Assuming, as alleged, that the Needy Poor Trust has more than 
sufficient assets to effectuate the purposes of that trust, may any 
portion of the excess be transferred to the library trust under the doctrine 
of equitable cy pres? The attorney for the Needy Poor Trust says that 
it cannot because any excess under the cy pres doctrine must be 
applied in other ways to aid the poor and indigent rather than in favor 
of a trust which, while charitable, has no direct connection with the 
poor and indigent. 

The doctrine of cy pres* as defined in Restatement, Trusts, § 399 
(1935) reads as follows. 


“If property is given in trust to be applied to a particular 
charitable purpose, and it is or becomes impossible or impractic- 
able or illegal to carry out the particular purpose, and if the 
settlor manifested a more general intention to devote the property 
to charitable purposes, the trust will not fail but the Court will 
direct the application of the property to some charitable purpose 
which falls within the general charitable intention of the settlor.” 


2 mg come from the Norman French “cy pres comme possible” meaning as near as 
possi 
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The pleadings allege an excess in the Needy Poor Trust. Therefore, 
as noted, we must assume on the present motion that there are proceeds 
to which the cy pres doctrine is applicable, it being conceded that a 
general charitable intent appears. 3 Scott on Trusts, § 400. The Court 
must “swallow hard” to make such an assumption since I cannot 
believe Milford is an exception to the Biblical prophesy that we will 
always have the poor with us. 

The attorney for the Needy Poor Trustees contends that there are 
distinct and separate categories of charities, i.e., religious, educational, 
health, governmental, and for the poor and needy. Each has its own 
particular purpose, says their attorney, and the doctrine of cy pres can 
never be invoked to divert any part of a trust fund from one particular 
charitable category to another separate and different charitable category. 
As will be noted, I do not believe this case requires a ruling on this 
general proposition. 

The attorney for the Library Trust argues that the testator’s 
charitable intention as evidenced by the five trusts was to aid the 
people in or near Milford and that a transfer from the Needy Poor 
Trust to the Library Trust would be in furtherance of that general 
intention. 

All parties concede that there is present the necessary general charit- 
able intent to support the application of cy pres. But, contrary to 
what counsel for the Library Trust seems to believe, in applying the 
doctrine to the alleged excess funds the very words of the doctrine 
require the Court to devote such proceeds to a purpose which is related 
as nearly as possible to that found in the trust whose proceeds are 
subject to cy pres. Compare Delaware Trust v. Graham, 30 Del.Ch. 
330, 61 A.2d 110; Union Methodist Episcopal Church v. Equitable Trust 
Co., 32 Del.Ch. 197, 88 A.2d 111. A less restricted application of this 
salutary doctrine would be an obvious invitation to thwart the testator’s 
intention. Indeed, the “as near as” requirement would be meaningless 
if the Court were to be restricted only by the general charitable purpose 
test. This is particularly true in a case such as this where we are 
dealing only with an alleged excess in a valid charitable trust with a 
stated purpose of broad import. 

The allegations of the complaint and the argument of counsel for 
the Library Trust emphasize that the Library Trust needs more money. 
However, it must be evident that the alleged excess in the Needy Poor 
Trust could not be transferred to the Library Trust merely because 
of a deficiency in the Library Trust. Unless the Library Trust comes 
within the “as near as” test, when applied to the purpose of the Needy 
Poor Trust, the alleged excess could in no event be transferred to the 
Library Trust. 

It is important to examine the allegation covering the alleged excess 
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as it appears in the cross claim of the Library Trustees. It is alleged, 
in effect, that there is more corpus than is needed to produce sufficient 
income to accomplish the charitable purpose of the Needy Poor Trust. 
The purpose of the trust is to assist organizations and societies which 
look after and administer to the Needy Poor of the City of Milford. 
In view of the allegation we must assume that these entities do not 
need what, judicially noticed, would amount to no more than $5,000 
a year. 

If we assume that the designated societies and organizations could 
not fairly use about $5,000 per year, does that mean that under the 
cy pres doctrine the amount of corpus producing the excess (or a part 
thereof) could go into the Library Trust? I regret to say that it does 
not. I say this because I believe the cy pres doctrine would require 
that the excess be used for some other form of aid to the needy poor 
of Milford under a judicially approved plan. The Court will 
take judicila noteice of the fact that there must be needs 
amcng the needy poor of Milford which would far exceed the amount 
of any possible excess which might remain after satisfying the needs 
of such organizations and societies as the trustees might select. Thus, 
for example, consider the need for hospital services for the needy poor. 
One can imagine many other uses which would directly benefit the 
needy poor of Milford. They would far exceed any possible excess and 
would of necessity be given priority over the Library Trust. 

The Trustees of the Library Trust suggest that the library would 
perhaps be principally for the benefit of the poor, it being assumed that 
other people would be more likely to buy books. Implicit in this 
argument is the concession that the Library is in fact for other than 
the needy poor of Milford. Indeed, no restriction on the eligible 
users is found in the provisions of the will creating the Library Trust. 
Thus, it may fairly be said that if funds were to be transferred from 
the Needy Poor Trust to the Library Trust they would be directly 
benefiting at least some people who were not in the category “needy 
poor.” This is an added reason why any excess corpus would under 
cy pres go to organizations and uses more closely identified with 
service to the needy poor than the Library Trust. 

There is a second reason why the cy pres doctrine cannot be applied 
here to divert a portion of the corpus of the Needy Poor Trust to the 
Library Trust. The income from this trust first became available 
to the Needy Poor of Milford on February 18, 1954. We have here 
a perpetual trust for a use which would appear to be insatiable, viz., 
the needy poor. On such a short experience with need and in the 
light of the charitable purpose, this Court would have to conclude as 
a matter of law that a sufficient time had not elapsed to warrant any - 
conclusion with respect to “excess” proceeds. I say this despite the 
allegation of “excess.” Certainly the question of “excess” in this 
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type of trust is not to be determined on a year by year basis. Other- 
wise, a diversion of corpus in one year might mean that the corpus 
would be insufficient for its purpose in the next year. I conclude there- 
fore that any question of the application of the cy pres doctrine here 
is premature. 


In reaching my conclusion concerning cy pres I do not pass on the 
right of the Trustees of the Needy Poor Trust to select the Library 
Trust as an income recipient on the theory that such trust in part 
helps to minister to the needy poor of Milford. 


I therefore conclude as a matter of law that no portion of any 
alleged excess corpus in the Needy Poor Trust could be transferred to 
the Library Trust under the cy pres doctrine. It follows that as to this 
point the motion of the trustees of the Needy Poor for judgment on 
the pleadings must be granted. 


I next consider the contention of the Needy Poor Trustees that 
because of an admitted insufficiency of funds (in view of my ruling 
above) the Library Trust has failed and therefore the $25,000 in that 
trust passes to the Needy Poor Trust under the provisions of the will. 
The will does provide that the Library Trust provision should become 
null and void and the fund should pass to the Needy Poor Trust if 
“the necessary and proper steps” are not “taken for the erection” of a 


library within one year from the date of the death of the surviving 
life income beneficiary. This Court has previously ruled that when, 
within the one year period, the Library Trustees employed an 
architect, as suggested by the testator, they took steps of a type sufficient 
to meet the “necessary and proper” requirement of the will in time to 
prevent the trust from becoming null and void. 


I do not believe the null and void language applies to a failure 
beyond the one year date. A partial failure of purpose occurring after 
the one year date is therefore not controlled by the language of the 
will. If, as now appears, there is insufficient money in the Library 
Trust to carry out the provisions of the will with respect to such 
trust, the fund does not under the provisions of the will and under 
present circumstances pass to the Needy Poor Trust. Rather, because 
a general charitable purpose clearly appears, it must be devoted under 
the cy pres doctrine in a way that will be in keeping with the testator’s 
intention. See Fisch, The Cy Pres Doctrine In The United States 
§ 6.02(d). The Court will act at an appropriate time to consider a 
plan which will be in keeping with this ruling. Insofar as the motion 
of the Needy Poor Trustees for judgment on the pleadings seeks a 
judgment transferring the Library Trust proceeds to the Needy Poor 
Trust it will be denied. 

Order on notice. 
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Accommodation Endorser Entitled to 
Recover Against Immediate Prior 
Endorser 


A recent case decided by the Supreme Court of Washington 
gives a clear illustration of the rights of endorsers and accom- 
modation endorsers. The facts were simple. A bank was the 
payee of a note which could not be paid at maturity. The 
plaintiff, an accommodation endorser, had to pay it after which 
the bank endorsed the note without recourse to the plaintiff 
and assigned to him the chattel mortgage which secured the 
note. When the plaintiff brought suit against the endorser 
immediately prior to him on the note, the court ruled in favor 
of the plaintiff, stating, “Where, or here the instrument has 
been paid by one party primarily liable there on, the instrument 
is not discharged but the party so paying acquired title to the 
note and succeeds to all the rights of the payee.” 

The court also ruled that the accommodation endorser could 
recover from the immediate prior endorser, attorney’s fees 
provided for in the note. Downie v. Cooledge, Supreme Court 
of Washington, 294 P.2d 926. The opinion of the court is as 
follows: 


DONWORTH, J.—This is an action commenced by Leonard Downie, 
an accommodation endorser on a negotiable promissory note, against 
the immediate prior endorser, defendant Ross M. Cooledge. The marital 
community, composed of Ross M. Cooledge and Margaret S. Cooledge, 
his wife, was joined as parties defendant, but we shall hereinafter refer 
to Ross M. Cooledge as if he were the sole defendant. 

Defendant filed an answer admitting the endorsement of the note 
and containing four affirmative defenses and a cross-complaint. On 
plaintiff’s demurrer and motions directed to the answer, the second and 
fourth affirmative defenses and the cross-complaint were eliminated 
from the case, and certain conclusions were stricken from the first 
affirmative defense. The cause proceeded to trial before the court 
without a jury. On April 14, 1955, following the conclusion of the 
trial, the court entered a formal order striking defendant’s first affirma- 
tive defense. On the same day, the court made findings of fact, con- 
clusions of law, and entered judgment for plaintiff in the sum of $7,121, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 689. 
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the amount which he had paid to the payee of the note, together with 
interest at six percent per annum from October 6, 1953, until paid, and 
$1,100 as reasonable attorneys’ fees. From this judgment defendant now 
appeals to this court. 

Before discussing the assignments of error, we shall briefly relate the 
circumstances giving rise to the execution of the promissory note. 

Ed E. Horgan, G. L. Risbell, Ralph Fleming, and Ross M. Cooledge 
were the principal stockholders in the Horgan Packing Company, an 
Oregon corporation engaged in the food packing business at Astoria, 
which was exploiting a new food product. Prior to October 31, 1952, 
the estimated liabilities of the corporation were in excess of $7,500, 
and it had no cash or operating capital. 

The stockholders had applied to several banks for a corporate loan, 
but had been unable to secure the necessary funds to operate the 
business. On October 31, 1952, following extended negotiations, the 
Peoples National Bank of Washington loaned $7,500 to the corporation, 
upon the condition that Mr. Leonard Downie, respondent herein, en- 
dorse the corporation’s promissory note, which read as follows: 


“2440 Due 4—30—53 Horgan Packing Company 
Seattle, Washington, October 31, 1952, $7,500.00 
Six (6) months after date, the maker hereof promises to pay to 
the order of Peoples National Bank of Washington In Seattle 
at its First Avenue Branch, 801 First Avenue, Seattle, Wash., 
Seven Thousand and Five Hundred ($7,500.00) Dollars, for 
value received, with interest thereon at the rate of five per 
cent per annum from date hereof until paid, interest payable 
quarterly. Principal and interest payable in Lawful Money of 
the United States. For value received, each and every party 
to this note binds himself, jointly and severally, hereon as princi- 
pal and not as surety, and all parties hereto, including indorsers, 
sureties, and guarantors, hereby severally waive presentment, 
demand, protest, notice of non-payment hereof, any release or 
discharge arising from any extension of time, discharge of a prior 
party, or other cause other than actual payment in full hereof, 
and promises, in case suit is instituted to collect the same or any 
portion hereof, to pay such sum as the Court may adjudge 
reasonable in such suit as attorneys fees. At the option of the 
holder, the venue of any such suit may be laid in King County, 
Washington. 

“Horgan Packing Company 
“By /s/ Ed E. Horgan 
“Its President 
“By /s/ Joseph D. Holmes 
“Secretary” 





742 THE BANKING LAW JOURNAL 


This note was endorsed on the back by the following persons, in this 
order: Ed E. Horgan, G. L. Risbell, Ralph Fleming, Ross M. Cooledge 
(the stockholders of the corporation), and respondent Leonard Downie. 
Contemporaneously with the endorsement of the note the endorsers 
executed an agreement, which provided, in part, as follows: 


“Agreement 

“Agreement entered into this 3lst day of October, 1952, 
by and between Ralph Fleming, Ed E. Horgan and G. L. 
Risbell, and Ross M. Cooledge of the first part (hereinafter re- 
ferred to as ‘the first parties’) and Leonard Downie (hereinafter 
referred to as ‘the second party’), 

“Witnesseth: 

“Whereas, the first parties are the owners of 60,000 shares of the 
One Dollar par value common stock of Horgan Packing Company, 
being all of the authorized and outstanding shares of the said 
company, and 

“Whereas, the first parties are makers and endorsers of a 
certain promissory note dated October 31, 1952, in the sum of 
$7,500.00 payable six months from date by Horgan Packing 
Company to Peoples National Bank of Washington, upon which 
promissory note the second party has agreed to become guarantor, 
upon terms and conditions hereinafter set forth. 

“Now, Therefore, It Is Agreed As Follows: 

“1. The first parties hereby give, grant, sell and assign to 
the second party, 30,500 shares of the One Dollar par value com- 
mon stock of Horgan Packing Company and all rights thereunder, 
the delivery and receipt of which shares are hereby acknowledged 
by the second party, for the consideration of One Hundred 
($100.00) Dollars, receipt whereof is hereby acknowledged. 

“2. Five years from the date hereof, the first parties, their 
heirs and assigns, shall have the right to purchase, . . . the 30,500 
shares of stock of Horgan Packing Company, above mentioned, 
upon the following terms and conditions; .. . 

“(b) the first parties, their successors and assigns, shall pay 
to the second party the book value, as of the fifth anniversary of 
the execution of this Agreement of the said 30,500 shares of stock 
of Horgan Packing Company ... 

“3. If the first parties shall default in their said promissory 
note in favor of Peoples National Bank, at the termination of 
the first renewal period of six months, or at any time thereafter, 
and if the second party shall be called upon and shall make good 
said default of first parties either in whole or in part, then the 
right of purchase granted to the first parties by paragraph 2 
herein, shall be null and void and of no effect; .. .” 
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The note was secured by a chattel mortgage on certain personal 
property owned by the corporation. These two instruments were 
executed and delivered to the bank on October 31, 1952. 

The corporation was unable to pay the note at maturity because 
it had ceased to continue its operations, and, after two extensions of 
time granted by the bank (which were agreed to by all the endorsers) , 
the bank called upon respondent to pay the balance of the note at the 
extended maturity date. The only payment of principal which had been 
made by the corporation was the sum of $450 which it received from an 
insurance company in settlement of a fire loss. On October 6, 1953, 
respondent paid the note and received it from the bank endorsed “with- 
out recourse,” together with the chattel mortgage, which was assigned to 
him. 

Respondent then demanded payment of the note from the other 
endorsers without success and thereupon commenced this action to 
recover from appellant as prior endorser thereon. 

Appellant assigns as error the striking of his first affirmative defense, 
which alleged: 


“That the defendant, Ross M. Cooledge, endorsed a certain 
promissory note as a guarantor upon the terms and conditions 
as set forth in a written agreement [the agreement quoted above], 
a copy of which is hereto attached as Exhibit ‘A’ and by this 
reference incorporated herein at length. That it was the inten- 
tion of all signators and parties to said written agreement that 
said agreement set forth fully all of the rights and liabilities of 
all parties insofar as they were endorsers and guarantors of said 
note,...” 


At the beginning of the trial after the opening statements of counsel, 
respondent moved that appellant’s first affirmative defense be stricken, 
since “. . . it is clear on the face of the agreement that it does not 
provide the exclusive remedy in the event of default on the note.” 
Respondent argued, in support of the motion, that the agreement was 
not ambiguous or in conflict with the note and did not constitute a 
defense to the note under the negotiable instruments law. Appellant 
contended that the agreement was ambiguous and that oral testimony 
should be admissible to show that “. . . as between the parties there was 
a different order of liability or no liability intended between the en- 
dorsers.” The court then stated, with reference to the agreement, 
“It looks awfully plain to me.” The court later ruled that oral testimony 
was inadmissible to contradict the agreement and/or the note in view 
of the pleadings. 

An oral motion to strike will be treated as a demurrer. Magee v. 
Cohn, 1936, 187 Wash. 157, 59 P.2d 1131; King County v. Sutter, 1954, 
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45 Wash.2d 326, 274 P.2d 347. Since appellant made no motion to 
amend or plead ever, he will be deemed to have stood on his pleadings. 
Any defect in not entering a formal order at the time the motion was 
granted was cured by the court when it entered the order of April 14, 
1955, striking the first affirmative defense. 

In an action on a promissory note the defendant has the burden of 
proving his affirmative defenses. First Bank of Cordova v. Tjosevig, 
1926, 188 Wash. 231, 244 P. 736; Ewell v. Turney, 1905, 39 Wash. 615, 
81 P. 1047. 

Appellant here did not plead an agreement of any nature different 
from the one set out in part herein. The agreement is not ambiguous as 
we read it, nor is it in conflict with the provisions of the note. It is 
obviously a security arrangement whereby respondent would have 
control of the operation of the corporation for his protection as an 
accommodation endorser of the corporation’s note. If, at the end of 
five years, the operation were a success, the shareholders could, by the 
exercise of their option to repurchase the stock at its then book value, 
again resume control of the corporation. Such agreements are not 
foreign to transactions of this nature. The trial court was of the 
same opinion as we are, and did not err in sustaining the “demurrer” 
to the first affirmative defense. 

This disposition of the first assignment of error also disposes of the 
second assignment of error, which is that “The court erred in refusing 
to admit testimony offered by appellant to show the intent of the 
parties in the execution of Ex. 6 [the agreement].” However, since the 
agreement is not ambiguous on its face and does not conflict with or 
alter the terms of the note, nor purport to change the order of the 
endorsement, parol evidence is inadmissible to contradict the express 
terms of that agreement. 

As stated in Washington Fish & Oyster Co., Inc., v. G. P. Halferty 
& Co., Inc., 44 Wash.2d 646, 269 P.2d 806, 813: 


“The rule is universal that the written contract itself must 
be resorted to as the source of authority for receiving parol 
evidence. Parol evidence is never admissible to create an ambi- 
guity, but only to explain or remove an ambiguity apparent 
on the face of the instrument, or to identify a subject-matter 
otherwise uncertain.’ ” 


The next question is whether the respondent may recover on the 
note. For convenience, we set forth certain sections of the negotiable 
instruments act, which have a bearing on the problem before us: 


“A person placing his signature upon an instrument otherwise 
than as maker, drawer or acceptor is deemed to be an indorser, 











THE BANKING LAW JOURNAL 745 


unless he clearly indicates by appropriate words his intention to 
be bound in some other capacity.” RCW 62.01.063. 


“An accommodation party is one who has signed the instru- 
ment as maker, drawer, acceptor or indorser, without receiving 
value therefor, and for the purpose of lending his name to some 
other person. Such a person is liable on the instrument to a 
holder for value, notwithstanding such holder at the time of taking 
the instrument knew him to be only an accommodation party.” 
RCW 62.01.029. 

“Where value has at any time been given for the instrument, 
the holder is deemed a holder for value in respect to all parties 
who became such prior to that time.” RCW 62.01.026. 

“The holder of a negotiable instrument may sue thereon in 
his own name; and payment to him in due course discharges the 
instrument.” RCW 62.01.051. 

“The person ‘primarily’ liable on an instrument is the person 
who by the terms of the instrument is absolutely required to pay 
same. All other parties are ‘secondarily’ liable.” RCW 62.01.192. 

“As respects one another, indorsers are liable prima facie in 
the order in which they indorse; but evidence is admissible to 
show that as between or among themselves they have agreed 
otherwise... .” RCW -62.01.068. 


Since none of the endorsers received any part of the $7,500 advanced 
by the bank of the corporation on the note, they were all accommoda- 
tion endorsers within RCW 62.01.029, and each is liable as an endorser 
as provided in RCW 62.01.063. All the persons who signed this note 
as endorsers agreed that they were jointly and severally liable as 
principals thereon. RCW 62.01.192. W. F. Brown & Sons, Ine., v. 
Easterly, La.App., 4 So.2d 73, and cases cited. Where, as here, the 
instrument has been paid by one party primarily liable thereon, the 
instrument is not discharged, but the party so paying acquired title 
to the note and succeeds to all the rights of the payee. 

Respondent paid the note upon the extended maturity date, received 
the note from the payee bank with the bank’s qualified endorsement 
(without recourse), and thereupon became a holder for value as pro- 
vided in RCW 62.01.026. He is entitled to sue thereon in his own 
name, RCW 62.01.051, and may recover on the note as against appellant, 
who is a prior endorser. RCW 62.01.029. 

The third assignment of error is predicated upon the court’s permit- 
ting a trial amendment to the complaint relating to attorneys’ fees and 
granting judgment therefor. 

Prior to trial, respondent filed a notice of his intention to ask for a 
trial amendment to include in the prayer a request for reasonable 
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attorneys’ fees of $1,500. The trial court granted this motion, but only 
allowed an attorneys’ fee of $1,100 in entering judgment. 

As stated about, this is an action on the note and the appellant, as 
an endorser, is bound by his promise thereon to pay a reasonable attor- 
neys’ fee. Respondent, as a holder of the note for value, is entitled to 
recover the same items as the bank as payee would have recovered. The 
court did not commit error: in allowing the trial amendment or including 
in the judgment the amount of $1,100 as a reasonable attorneys’ fee. 

The last assignment of error reads as follows: 


“The court erred in refusing to find that the respondent was 
more than fully paid by having appropriated and converted the 
chattels covered by the chattel mortgage which chattels he had 
taken possession and control of.” 


Appellant does not set out verbatim any proposed finding of fact 
refused by the trial court as required by Rules on Appeal 42(1) (f) and 
43, 34A Wash.2d 45, 47, as amended, effective January 2, 1953. 

This court has consistently held that failure to comply with these 
rules will make the findings of fact the established facts of the case. 
Paulson v. Higgins, 1953, 43 Wash.2d 81, 260 P.2d 318, 266 P.2d 800, and 
cases cited. Likewise, lack of compliance with these rules where error 
is predicated on the court’s refusal to make a proposed finding compels 
us to disregard the claimed error. We, therefore, shall not consider 
the fourth assignment of error. 

Judgment affirmed. 

HAMLEY, C. J., and SCHWELLENBACH, FINLEY and OTT, 


JJ., concur. 


FEDERAL STATUTES ENACTED 

Two new laws of interest to bankers were enacted recently by 
Congress and signed by the President. 

On August Ist the President signed a bill which extends to 
July 25, 1958 the Veterans Administration’s authority to guaranty 
loans. Had an extension of the Servicemen’s Readjustment Act 
not been made, the program would have expired in July 1957. 

On August 7th the President signed the Housing Act of 1956. 
Some of the principal provisions of this Act extend the F.H.A. 
property improvement loan program until September 30, 1959, 
increase the maximum amount of loans under this program to 
$3500 and give the F.H.A. Commissioner discretion to approve 
such loans up to five years. Other provisions permit an increase 
in the amount of F.H.A. insured mortgages on existing dwellings 
and liberalize the F.H.A. rental housing program. 
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Federal Reserve Board Issues 
Regulation Y Under Bank Holding 
Company Act 


Section 5(b) of the Bank Holding Company Act of 1956 
provides that “The Board is authorized to issue such regula- 
tions and orders as may be necessary to enable it to administer 
and carry out the purposes of this Act and prevent evasions 
thereof.” Pursuant to this authorization, the Federal Reserve 
Board has issued Regulation Y which is reprinted in full below: 


REGULATION Y 


SECTION 1. AUTHORITY AND SCOPE 


This regulation is issued pursuant to the Bank Holding Company 
Act of 1956, the provisions of which are set forth in the Appendix 
to this regulation. Provisions relating to holding company affiliates, 
as defined in section 2(c) of the Banking Act of 1933, are contained 
in the Board’s Regulation P.? 


SECTION 2. DEFINITIONS 


(a) Bank holding company.—Subject to the exceptions stated in 
subsection (b) of this section, the term “bank holding company” means 
any company— 

(1) which directly or indirectly owns, controls, or holds with 
power to vote either 

(i) 25 per centum or more of the voting shares of each of two 
or more banks, or 

(ii) 25 per centum or more of the voting shares of any other 
company which is or becomes a bank holding company; or 

(2) which controls in any manner the election of a majority of the 
directors of each of two or more banks; or 

(3) for the benefit of whose shareholders or members 25 per cen- 
tum or more of the voting shares of each of two or more banks or of a 
bank holding company is held by trustees; or 
1 The record keeping and reporting requirements contained herein have been approved 
by the Bureau of the Budget in accordance with the Federal Reports Act of 1942. 


2 The Bank Holding Company Act of 1956 and this Regulation Y are in addition to, 
and do not take the place of, provisions of other laws, such as section 5144 of the 
Revised Statutes, and the Board’s Regulation P thereunder, which relate to “holding 
company affiliates” as distinguished from “bank holding companies.” 
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(4) which is a successor to any company that falls within (1), (2), 
or (3) above, and any such successor shall be deemed to be a bank 
holding company from the date as of which its predecessor company 
became a bank holding company. 

(b) Exceptions from definition of “bank holding company”.—No 
company shall be considered a bank holding company— 

(1) if it is a bank and it would otherwise be a bank holding com- 
pany only by virtue of its ownership or control of shares in a fiduciary 
capacity, provided such shares are not held for the benefit of the 
shareholders of such bank; or 

(2) if (i) it is registered under the Investment Company Act of 
1940 and was so registered prior to May 15, 1955, or is affiliated with 
any such registered company in such manner as to constitute it an 
affiliated company within the meaning of that Act, and (ii) it does 
not directly own 25 per centum or more of the voting shares of each of 
two or more banks; or 

(3) if it would otherwise be a bank holding company only by virtue 
of its ownership or control of shares acquired by it in connection with 
its underwriting of securities and if such shares are held only for such 
period of time as will permit the sale thereof upon a reasonable basis; 
or 

(4) if it was formed for the sole purpose of participating in a proxy 
solicitation and would otherwise be a bank holding company only by 
virtue of its control of voting rights of shares acquired in the course of 
such solicitation; or 

(5) if at least 80 per centum of its total assets are composed of 
holdings in the field of agriculture, and for this purpose the term “agri- 
culture” includes farming in all its branches, including fruitgrowng, 
dairying, the raising of livestock, bees, fur-bearing animals, or poultry, 
forestry or lumbering operations, and the production of naval stores, 
and operations directly related thereto. 

(c) Company.—The term “company” means any corporation (in- 
cluding a bank), business trust, association, or similar organization, 
except— 

(1) any corporation the majority of the shares of which are owned 
by the United States or by any State; 

(2) any corporation or community chest, fund, or foundation, or- 
ganized and operated exclusively for religious, charitable, or educa- 
tional purposes, no part of the net earnings of which inures to the bene- 
fit of any private shareholder or individual, and no substantial part of 
the activities of which is carrying on propaganda, or otherwise attempt- 
ing to influence legislation; and 

(3) any partnership. 

(d) Bank.—The term “bank” means any national banking associa- 
tion or any State bank, savings bank, or trust company, but shall not 
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include any organization operating under section 25(a) of the Federal 
Reserve Act, or any organization which does not do any business within 
the United States. 

(e) State member bank.—The term “State member bank” means 
any State bank which is a member of the Federal Reserve System. 

(f) District bank—The term “District bank” means any State 
bank organized or operating under the Code of Law for the District 
of Columbia. 

(g) Subsidiary—The term “subsidiary,” as used with respect to 
a specified bank holding company, means— 

(1) any company 25 per centum or more of whose voting shares 
(excluding shares owned by the United States or by any company 
wholly owned by the United States) is owned or controlled by such bank 
holding company; 

(2) any company the election of a majority of whose directors is 
controlled in any manner by such bank holding company; or 

(3) any company 25 per centum or more of whose voting shares 
is held by trustees for the benefit of the shareholders or members of 
such bank holding company. 

(h) Sucecessor—The term “successor” includes any company which 
acquires directly or indirectly from a bank holding company shares 
of any bank, when and if the relationship between such company and 
such bank holding company is such that the transaction effects no 
substantial change in the control of such bank or beneficial ownership 
of such shares of such bank. 

(i) Board.—The term “Board” means the Board of Governors of 
the Federal Reserve System. 

(j) The Act.—The term “the Act” means the Bank Holding Com- 
pany Act of 1956. 

(k) Federal Reserve Bank.—The term “Federal Reserve Bank” 
as used herein with respect to the filing of registration statements, ap- 
plications, requests, or reports by a bank holding company or other 
company shall mean the Federal Reserve Bank of the Federal Reserve 
district in which such company has its principal office. 


SECTION 8. REGISTRATION 

(a) Registration statement—On or before November 5, 1956, or 
within 180 days after it becomes a bank holding company, whichever 
is later, each bank holding company shall register with the Board by 
filing with the Federal Reserve Bank a registration statement, in dupli- 
cate, on forms prescribed by the Board. Upon timely application by 
any bank holding company and upon a satisfactory showing as to the 
need therefor, the Board in its discretion may extend the time pre- 
scribed herein for the filing of a registration statement by such bank 
holding company. 





750 THE BANKING LAW JOURNAL 


(b) Date of registration—The date of registration of a bank hold- 
ing company shall be the date on which its registration statement is 
received by the Federal Reserve Bank with which such statement is 
required to be filed. 


SECTION 4. ACQUISITION OF BANK SHARES OR ASSETS 

(a) Transactions requiring Board approval_—Except with the prior 
approval of the Board or except as provided in subsection (b) of this 
section,— 

(1) no action shall be taken which will result in any company 
becoming a bank holding company; 

(2) no bank holding company shall acquire direct or indirect own- 
ership or control of any voting shares of any bank; 

(3) no bank holding company which is not a bank and no nonbank- 
ing subsidiary of a bank holding company shall acquire all or sub- 
stantially all of the assets of a bank; and 

(4) no bank holding company shall merge or consolidate with any 
other bank holding company. 

(b) Eacepted transactions.—Prior approval by the Board is not 
required with respect to any of the following transactions: 

(1) The acquisition by a bank holding company of direct or in- 
direct ownership or control of any voting shares of any bank if, after 
such acquisition, such company willl not directly or indirectly own or 
control more than 5 per centum of the voting shares of such bank; 

(2) The acquisition by a bank holding company of additional shares 
in a bank in which such bank holding company owned or controlled 
a majority of the voting shares immediately prior to such acquisition; or 

(3) The acquisition by a bank (including a bank which is a bank 
holding company or a subsidiary of a bank holding company) of the 
voting shares of any bank, if— 

(A) such shares are acquired in good faith in a fiduciary capacity 
and are not held for the benefit of the shareholders of the acquiring 
bank, or 

(B) such shares are acquired in the regular course of securing or 
collecting a debt previously contracted in good faith, provided that 
any shares acquired after the date of the Act in securing or collecting 
any such previously contracted debt shall be disposed of within a 
period of two years from the date on which they were acquired. 

(c) Applications which will not be approved—No application will 
be approved by the Board if such approval would permit a bank holding 
company or any subsidiary thereof to acquire, directly or indirectly, any 
voting shares of, interest in, or all or substantially all of the assets of 
any bank which was not a subsidiary of the bank holding company on 
the date of enactment of the Act and which is located outside the State 
in which such bank holding company maintains its principal office and 
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place of business or in which it conducts its principal operations, unless 
the acquisition of such shares or assets of a State bank by an out-of-State 
bank holding company is specifically authorized by the statute laws 
of the State in which such bank is located, by ‘language to that effect 
and not merely by implication. ; 

(d) Submission of application—Application for approval by the 
Board of any transaction requiring such approval under subsection 
(a) of this section shall be filed, in triplicate, with the Federal Reserve 
Bank. Any such application shall be filed not less than 60 days before 
the date on which it is proposed that the transaction requiring approval 
be consummated.? Upon timely request and upon a satisfactory show- 
fing as to the need therefor, the Board in its discretion may accept an 
application although submitted within such period of 60 days. A sep- 
arate application shall be filed with respect to each bank the voting 
shares or assets of which are sought to be acquired. 

(e) Procedure on applications—A Federal Reserve Bank receiving 
an application under this section will forward two copies thereof to the 
Board. If either the applicant or the bank the voting shares or assets 
of which are sought to be acquired is a national bank or a District 
bank, the Board will transmit a copy of the application to the Comp- 
troller of the Currency. If either the applicant or the bank the voting 
shares or assets of which are sought to be acquired is a State bank, the 
Board will transmit a copy of the application to the appropriate super- 
visory authority of the State in which such bank is located. 

(f) Hearings on applications—In any case in which the Board 
receives written advice of disapproval of the application from the Comp- 
troller of the Currency or the appropriate State supervisory authority 
as the case may be, within 30 days from the date of receipt of the ap- 
plication by the notified authority, the Board will so notify the appli- 
cant in writing, directing the applicant’s attention to the provisions 
of section 3(b) of the Act. Within three days after the date of the 
sending of such notice to the applicant, the Board will notify in writing 
the applicant and the Comptroller of the Currency or the appropriate 
State supervisory authority, as the case may be, of the date fixed by the 
Board for the commencement of a hearing on the application and of 
the place and time at which such hearing will be held. Any such hearing 
will be commenced not less than ten days nor more than thirty days 
after the date on which the Board sent the applicant notice of the 
disapproval of the Comptroller of the Currency or the appropriate 
State supervisory authority. 

(g) Action on applications.—In any case in which a hearing is 


3 In some cases it may not be possible for the Board to act upon an application within 


such period of 60 days and this requirement should not be regarded as suggesting that 
the Board will act upon all applications within that period of time, although every 
effort will be made to expedite such action. 
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held in accordance with subsection (f) of this section, the Board, after 
the conclusion of such hearing, will by order grant or deny the applica- 
tion on the basis of the record made at such hearing. In all other cases, 
the Board will by order grant or deny the application after receipt by it 
of advice that the Comptroller of the Currency or the appropriate State 
supervisory authority, as the case may be, does not disapprove the ap- 
plication, or, if no such advice is received, after the expiration of thirty 
days from the date of receipt of the copy of the application by the 
Comptroller of the Currency or such State authority. 

(h) Factors affecting action—In acting upon any application the 
Board, as required by the Act, will consider the following factors: 

(1) The financial history and condition of the applicant and the 
bank or banks concerned; 

(2) The prospects of the applicant and the bank or banks con- 
cerned; 

(3) The character of the management of the applicant and the 
bank or banks concerned; 

(4) The convenience, needs, and welfare of the communities and 
the area concerned; and 

(5) Whether or not the effect of the proposed transaction for which 
approval is desired would be to expand the size or extent of the bank 
holding company system involved beyond limits consistent with ade- 
quate and sound banking, the public interest, and the preservation of 
competition in the field of banking. 


SECTION 5. INTERESTS IN NONBANKING ORGANIZATIONS 

(a) Period allowed for divestment—No bank holding company, 
except as provided in section 4(c) of the Act, the provisions of which 
are set forth in the Appendix to this regulation, shall (1) after the 
date of enactment of the Act acquire direct or indirect ownership or 
control of any voting shares of any company which is not a bank, or 
(2) after two years from the date of enactment of the Act or from the 
date as of which it becomes a bank holding company, whichever is later, 
retain direct or indirect ownership or control of any voting shares of any 
company which is not a bank holding company, or engage in any business 
other than that of banking or of managing or controlling banks or of 
furnishing services to or performing services for any bank of which 
it owns or controls 25 per centum or more of the voting shares. Upon 
timely request and upon a satisfactory showing of the need therefor, the 
Board in its discretion may extend the two-year period referred to in 
the preceding sentence, except that, as provided by the Act, no such 
extension of time may be approved by the Board for more than one year 
fat a time or for any period beyond a date five years after the date of 
enactment of the Act or five years after the date as of which the com- 
pany became a bank holding company, whichever is later. 
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(b) Shares of financial, fiduciary, or insurance companies.—Any 
bank holding company which is of the opinion that a company all the 
activities of which are of a financial, fiduciary, or insurance nature is so 
closely related to the business of banking or of managing or controlling 
banks, as conducted by such bank holding company or its banking 
subsidiaries, as to be a proper incident thereto and as to make it un- 
necessary for the prohibitions of section 4 of the Act to apply in order to 
carry out the purposes of the Act, may request the Board for such a 
determination pursuant to section 4(c) (6) of the Act. Any such re- 
quest shall be filed in duplicate with the Federal Reserve Bank. After 
receipt of any such request, the Board will notify the bank holding 
company of the place and time fixed for a hearing on the requested 
determination; and, after the conclusion of such hearing and on the 
basis of the record made at the hearing, the Board will by order make 
or decline to make the requested determination. 

(c) Tax certifications—Any bank holding company desiring a 
certification by the Board for purposes of the provisions of Part VIII 
of Subchapter O of Chapter 1 of the Internal Revenue Code of 1954, 
as amended by the Act, may file an application in duplicate for such 
certification with the Federal Reserve Bank; and any such application 
will be forwarded by the Federal Reserve Bank to the Board. Any 
application for a certification under subsections (a), (b) or (c) of sec- 
tion 1101 of said Part VIII shall be filed not less than sixty days in 
advance of the distribution, or exchange and distribution, with respect 
to which such certification is desired* Upon timely request by any 
bank holding company and upon a satisfactory showing as to the need 
therefor, the Board in its discretion may accept an application for any 
such certification although submitted within such 60-day period. On 
the basis of an application under this subsection, the Board will either 
issue a certification or by order deny the application. A duplicate ori- 
ginal of each certification will be transmitted to the Internal Revenue 
Service of the Treasury Department. 


SECTION 6. BORROWING BY BANK HOLDING COMPANY OR 
ITS SUBSIDIARIES 


It is unlawful under the Act, with certain exceptions, for any bank 
which is a subsidiary of a bank holding company to invest in the 
capital stock, bonds, debentures, or other obligations of such company 
or of any other subsidiary of such company; to accept as collateral for 
an advance to any person the capital stock, bonds, debentures, or other 
obligations of such company or any such other subsidiary; to purchase 


4In some cases it may not be possible for the Board to act upon an application within 


such period of 60 days and this requirement should not be regarded as suggesting that 
the Board will act upon all applications within that period of time, although every 
effort will be made to expedite such action. 








754 THE BANKING LAW JOURNAL 


securities, other assets, or obligations under repurchase agreement from 
such company or any such other subsidiary; or to make any loan, dis- 
count or extension of credit to such company or any such other sub- 
sidiary. For statutory provisions on this subject, see section 6 of the 
Act, set forth in the Appendix to this regulation. 


SECTION 7. HEARINGS AND PROCEEDINGS 

(a) Hearings.—In addition to hearings required by the Act (see 
sections 4(f) and 5(b) of this regulation), a hearing may be ordered 
by the Board in its discretion with respect to any application or request 
under this regulation, either upon its own motion or upon the request of 
any party in interest, if the Board deems such hearing to be in the in- 
terests of the parties or the public interest. Notice of any hearing re- 
quired by the Act will be published in the Federal Register a reasonable 
time in advance of the date fixed for the hearing; and any hearings so 
required will ordinarily be held before trial examiners appointed in ac- 
cordance with the provisions of the Administrative Procedure Act. All 
hearings under this regulation will be conducted in accordance with the 
Board’s “Rules of Practice for Formal Hearings.” 

(b) Record of proceedings.—The record in any proceeding under 
this regulation upon which an order of the Board is based shall consist 
of the application or request filed with the Board in connection with 
such proceeding; any views and recommendations received by the Board 
from the Comptroller of the Currency or the appropriate State super- 
visory authority pursuant to section 3(b) of the Act; the transcript of 
any hearing held with respect to such application or request and any 
report and recommendation made by the trial examiner or hearing 
officer before whom such hearing was held; any other document or writ- 
ing relied upon by the Board in making disposition of the matter; and 
any order of the Board granting or denying the application or request. 

(c) Parties—A party to any proceeding under this regulation 
shall include any person or agency named or admitted as a party or any 
person who has filed a request in writing to be admitted as a party and 
who is entitled as of right to be admitted. 


SECTION 8. REPORTS AND EXAMINATIONS 


Each bank holding company shall furnish to the Board in a form 
to be prescribed by the Board a report of its operations for its fiscal 
year ending in 1956 or the fiscal year in which it became a bank holding 
company, whichever is later, and for each fiscal year thereafter until it 
ceases to be a bank holding company. Each such annual report shall 
be filed, in duplicate, with the Federal Reserve Bank. Each bank hold- 
ing company shall furnish to the Board such additional information at 
such times as the Board may require. The Board may examine any 
bank holding company or any of its subsidiaries and the cost of any 
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such examination shall be assessed against and paid by such bank hold- 
ing company. As far as possible the Board will use reports of examina- 
tions made by the Comptroller of the Currency, the Federal Deposit 
Insurance Corporation, or the appropriate State bank supervisory au- 
thority for the purposes of this section. 


SECTION 9. STATUTORY PENALTIES 


Under the Act, any company which willfully violates any provision of 
the Act or any regulation or order issued by the Board pursuant thereto 
shall upon conviction be fined not more than $1,000 for each day during 
which the violation continues; and any individual who willfully partici- 
pates in a violation of any provision of the Act shall upon conviction be 
fined not more than $10,000 or imprisoned not more than one year, or 
both. Every officer, director, agent, and employee of a bank holding 
company is subject under the Act to the same penalties for false entries 
in any book, report, or statement of such bank holding company as are 
applicable to officers, directors, agents, and employees of member banks 
of the Federal Reserve System for false entries in any books, reports, 
or statements of member banks under section 1005 of Title 18, U. S. 
Code. 





Bank’s Second Mortgage Not Entitled to 
Seniority Over Duly Recorded First 
Mortgage 


A mortgagor gave plaintiff an indemnity mortgage in 1940 
on certain real estate. Later she gave a second mortgage on 
this property to the plaintiff, this second mortgage being re- 
corded before the first. About a year later when she decided 
to rearrange her financing, she obtained a mortgage on this 
same realty from a bank. At the time the mortgagor was getting 
the proceeds of this loan from the bank, the plaintiff waited in 
the bank lobby and as soon as the loan check was given, the 
mortgagor indorsed it over to the plaintiff to pay off the second 
mortgage, the first one which had been properly recorded re- 
maining intact. 
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The bank’s attorney had failed to discover the first mortgage 
on the property and neither the plaintiff nor the mortgagor 
bothered to point out its existence to the bank. Later the 
plaintiff was obliged to foreclose the first mortgage and the 
bank objected. It reasoned this way. The plaintiff, who was 
familiar with real estate matters must have realized the mort- 
gagor was getting another mortgage from the bank and like- 
wise must have known the bank could only take first mortgages. 
Since he sat back and let the bank lend money on property 
already mortgaged, his mortgage should be considered junior 
to the bank’s mortgage. In addition, since the bank loaned 
money for the mortgagor to pay off another mortgage, which 
was recorded before the first mortgage, the bank should be 
subrogated to the rights under the second mortgage. 

The court refused to accept this theory of subrogation since 
during the whole episode the plaintiff held a valid and duly 
recorded first mortgage. Also it was held not decisive that the 
plaintiff should have known the bank was accepting another 
mortgage since banks were not restricted to dealing only in 


first mortgages. Morad v. Silva et al., Supreme Judicial 
Court of Massachusetts, 183 N.E.2d 478. The opinion of the 
court is as follows: 


SPALDING, J.—This is a bill in equity brought in the Land Court 
for authority to foreclose a mortgage in accordance with the Soldiers’ 
and Sailors’ Civil Relief Act of 1940, U.S.C. (1946 ed.) Title 50, Ap- 
pendix, § 532, 50 U.S.C.A.Appendix, § 532, and with St. 1943, c. 57, 
as amended by St.1945, c. 120. The judge made findings of fact and an 
order for decree. From a decree entered accordingly the plaintiff ap- 
pealed. 

Facts found by the judge or not in dispute are these. Prior to 1949 
the defendant Rebecca Silva owned a parcel of land on Fairhaven Road, 
Mattapoisett, hereinafter referred to as the locus. Subsequently, her 
husband Antonio and one Edward Sylvia entered into a business agree- 
ment with the plaintiff by which the plaintiff agreed, subject to a con- 
tingency not material here, to sell certain property (not the locus here 
involved) to Antonio and Edward upon stated terms. As security for 
the performance of this agreement a mortgage on the locus dated Sep- 
tember 16, 1949, was given by Rebecca to the plaintiff. This mortgage 
was recorded on December 9, 1949, and will be referred to hereinafter 
as the indemnity mortgage. Subsequently the agreement which gave 





THE BANKING LAW JOURNAL 757 


rise to the indemnity mortgage was involved in litigation which resulted 
in a decree ordering specific performance of the agreement. Morad v. 
Silva, 331 Mass. 94, 117 N.E.2@d 290. This decree was not complied 
with and the plaintiff by sale established the liability under the in- 
demnity mortgage and brought the present proceedings for authority 
to foreclose it. 


Sometime after the indemnity mortgage was given, Antonio and 
Edward embarked on another business enterprise, and to finance it 
Rebecca gave another mortgage on the locus to the plaintiff to secure 
the payment of $4,000. This mortgage was dated October 28, 1949, 
and was recorded on October $1, 1949; it contained no reference to the 
prior indemnity mortgage. To differentiate this from the indemnity 
mortgage it will sometimes be referred to hereinafter as the money 
mortgage. It will be noted that the indemnity mortgage was given 
prior to the money mortgage but the latter was the first to be recorded. 


Having decided to rearrange her finances, Rebecca negotiated a 
$2,800 loan with the Fairhaven Institution for Savings which, on 
motion, was admitted as a party and will be referred to hereinafter as 
the bank. The money was lent at the bank on October 26, 1950, and 
while the transaction was taking place the plaintiff waited in the lobby. 
On concluding the negotiation with the bank, Antonio came out of a 
bank room and gave the plaintiff the bank’s check for $2,800 indorsed 
by Rebecca to whom it was payable. He also gave the plaintiff $349.50 
in cash. The check and cash, amounting to $3,149.50, represented 
the principal and interest then due on the money mortgage. In return 
for these payments the money mortgage was discharged by the plain- 
tiff. As security for the $2,800 lent to Rebecca the bank received from 
her a mortgage on the locus. Due to the fact that its attorney in his 
title search had failed to discover the indemnity mortgage, the bank 
assumed that it was receiving a first mortgage on the locus. 

“Based upon the fact that plaintiff was experienced in real estate 
business, had dealt with the bank before, it can be reasonably inferred 
that he was aware of the fact that savings banks were by law only 
allowed to loan on first mortgages; that, when he waited in the bank 
area where the tellers receive and pay out money, and the Silvas were 
in another room, it is difficult for me to believe that he did not at least 
suspicion a mortgage was being negotiated.” 

The judge ruled that “substantial justice and equity and the sub- 
stantial merits of the case would be accomplished by placing the .. . 
bank mortgage senior to . . . [the indemnity mortgage] held by the 
plaintiff.” The judge further ruled that, the plaintiff's Mortgage being 
in default, the plaintiff was entitled to a decree authorizing foreclosure 
of that mortgage by sale and entry, subject, however, to the bank’s 
mortgage. 
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We are of opinion that the specific findings of the judge do not sup- 
port his ultimate conclusions. 

In support of the decision below the bank relies heavily, if not 
wholly, on the case of Worcester North Savings Institution v. Farwell, 
292 Mass. 568, 198 N.E. 897; and it is apparent that the judge con- 
sidered that case pertinent. There the owner of certain real estate, 
which was subject to three duly recorded mortgages, decided to do some 
refinancing. He negotiated a mortgage loan with the plaintiff bank and 
used the proceeds to pay off the first mortgage. The first and second 
mortgages were discharged. Two new mortgages were executed and 
recorded. One, which was believed to be a first mortgage, was given 
to the bank and the other, which was assumed to be a second mortgage, 
was given to the holder of the prior second mortgage. The holder of 
the third mortgage did not know of these transactions and was not 
a party to them. In his search of the title, the plaintiff’s attorney failed 
to discover the third mortgage. Consequently the third mortgage had 
become a first mortgage, and the plaintiff's mortgage and that of the 
former second mortgagee had become second and third mortgages, re- 
spectively. The plaintiff and the former second mortgagee sought in a 
suit in equity to have their mortgages put in the position of first and 
second mortgages, respectively, so that the position of the former third 
mortgage would be junior to their mortgages. It was held that the 
plaintiff and the former second mortgagee were entitled to the relief 
sought. The reasoning of the court was that the plaintiff had the right 
to be subrogated to the lien of the mortgage discharged with money 
advanced by it for that purpose. The former second mortgagee, no 
intervening rights having been affected, was entitled to have his mort- 
gage put in the position of a second mortgage. The negligence of the 
plaintiff's attorney did not bar relief because it did not appear that 
there had been any change of position by the third mortgagee. 

There is nothing in the other findings of the judge that supports 
his decree. The fact that the plaintiff was in the bank while the loan 
of October 26, 1950, was being negotiated is not of itself a sufficient 
ground for placing his indemnity mortgage in a position junior to that of 
the bank’s mortgage. There is nothing to show that the bank’s action 
was induced by any fraud on the part of the plaintiff. The finding that, 
as a real estate operator, the plaintiff knew that savings banks could 
lend only on first mortgages is not decisive, for that is not the only type 
of loan such banks can make. See G.L.(Ter.Ed.) c. 168, §§ 51A, and 
54, Ninth (a). Nor can the decree below be rested on the finding that 
the plaintiff might have had a suspicion that the bank was giving 
a mortgage. 

The final decree is reversed and a new decree is to be entered in 
conformity with this opinion. 

So ordered. 
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Federal Taxes—Banks 


J. A. HURSON 


Comptroller, First National Bank and Trust Company 
Kalamazoo, Michigan 


During the year 1954, the Internal Revenue Code was 
revised by Congress, the most complete revision since the be- 
ginning of the Federal Income Tax. During the ensuing year 
of 1955, the revenue service has issued numerous regulations 
in proposed form, held hearings, rewritten many of the regu- 
lations and in some limited cases has issued regulations in final 
form. 

I would like to discuss some of the new features of the 1954 
code together with some features carried over from the 1939 
code but which are of interest to banks. 

In my discussion I will use the present tax rates for cor- 
porations 80% normal tax and 22% surtax on taxable in- 
come in excess of $25,000.00. These rates are now law until 
April 1, 1957, after President Eisenhower, on March 29, 
signed the Tax Rate Extension Act of 1956. 


ON DEPRECIATION: 


Under the 1954 code two additional acceptable methods of 
depreciation are provided for tangible assets having an es- 
timated useful life of at least three years and was acquired 
after 1953. 

They are the declining balance and the sum of the years 
digit methods. The declining balance method has previously 
been accepted in a limited application under the 1939 code 
now if the asset meets the test of a useful life of at least three 
years and has been acquired after 1953, it is reasonable to 
assume this method will be acceptable with an applicable rate 
not in excess of twice the acceptable straight line rate. This 
method gets its name from the fact that the rate is applied 
each year against the unrecovered cost of the assets rather than 
against the total cost each year as in the straight line method. 
In the first year, with a useful life of 10 years, it is possible to 
recover 20% of the cost of the asset compared to 10% under 
the straight line method. Or in four years to recover 59% of 
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the cost of the asset compared to 40% under the straight line 
method. No estimate of salvage is necessary under this method 
which means that the depreciation rate may be applied to the 
total cost of the asset rather than the total cost less estimated 
salvage under the other recognized methods. Also, it is per- 
mitted to switch to the straight line method without approval 
at any time during the life of the asset thus permitting a faster 
recovery of cost in the later years of the assets useful life than 
permitted under the declining balance method. 

This method is considered to have its best application where 
the greater proportion of the production is confined to the 
earlier part of its useful life and also permits a balancing action 
between lowered depreciation charges and greater repair and 
part replacement charges during the last years of its useful 
life. A bank bookkeeping machine used in a commercial ac- 
count department posting the regular production during its 
early life and in later years used as a spare machine or trans- 
ferred to a posting operation less vigorous would be a possible 
application for this method of depreciation in a bank. 

The sum of the years digit method is the other new method 
of depreciation offered under the 1954 code. Changing frac- 
tions are applied to the cost of the asset less estimated salvage. 
The common denominator of the fractions used is the sum 
of the numbers which represent the useful life of the asset. 
By this the method gets its name. The numerator for the first 
year is the number of years of useful life of the asset. Each 
year thereafter the numerator declines one. Using the same 
example as under the declining balance method an asset having 
a useful life of ten years, during the first year approximately 
18% of the cost would be recovered compared to 10% under 
the straight line method or in the first four years approximately 
61% compared to 40% under the straight line method. The 
amount of estimated salvage will change these percentages. 
Under this method it is not permitted to change to another 
method without prior approval. The reasons for using this 
method are the same as the declining balance method. 

Under either of these methods it is not necessary to switch 
all assets to the same method. A bank may wish to place machine 
equipment purchased this year under one of them and then 
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next year on purchases that year another method may be more 
favorable. 


GAINS AND LOSSES ON GOVERNMENT BONDS: 


The Government Bond market at present presents most 
banks with considerable depreciation in their bond portfolios. 
For the bank whose operating profits can absorb 48% of these 
losses the government will pay the remaining 52%. This comes 
from the special treatment offered banks when long term 
capital losses on bonds exceed the long term capital gains. 
The net losses are treated as ordinary losses and may be offset 
against ordinary income. In the event these bonds are re- 
placed with other bonds at todays depreciated prices, the re- 
sulting gains in years to come will be treated as capital gains 
at a 25% tax rate. The bank’s gain is an outright savings of 
27% of the loss and postponement of payment of the remain- 
ing 25% into the years to come. 

When the bond market is up and sales of bonds will result 
in gains they may be treated as capital gains at a 25% tax rate. 
The bonds purchased to replace these bonds in your portfolio 
will be purchased at a premium. This premium may be 
amortized normally to call date or maturity date and has the 
effect of offsetting 52% taxable interest income to the bank. 
A tax saving of 27% over the life of the bonds. 

At this point I would emphasize that postponing payment 
of tax dollars can have a material effect on a bank’s income. 
Every $1,000.00 which can be postponed for one year, if your 
average yield after taxes is 2%, means $20 more in a bank’s 
Undivided Profits account. This may seem small but it will 
keep a few shareholders happy. 

Another thought on taking bond losses this year, for the 
banks on the reserve method of accounting for bad debts. A 
bank may wish to postpone your bad debt deduction this year 
and take the bond losses. The bad debt deduction can be post- 
poned without loss to the bank so long as outstanding eligible 
loans are maintained at their present levels. 

The Reserve Method of accounting for bad debts was given 
general approval for banks back in 1947. The most recent 
amendment was effective for the tax year 1954, and in a great 
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many banks the reserve will reach its ceiling in 1956. There is 
some hope, however, for some changes in this regulation which 
will in the future permit further additions to the reserve with 
resulting tax savings. 


An idea for the bank who has invested heavily in fixed as- 
sets and is now hampered in expansion because of this invest- 
ment or would like a return on this capital which is now not 
productive. I would suggest sale of bank buildings at their cur- 
rent values and leasing them back on a long term lease such 
as for primary term of twenty-five years with renewal options 
for the normal life of the building. Under this plan the rent 
paid to the owner would amortize the selling price of the build- 
ing over the primary lease plus a profitable yield to the owner. 
The money the bank gets from the sale can be invested in tax 
free municipal bonds that will yield about 3% after taxes. The 
bank gains in these ways: 


The building is amortized at a 4% rate, or on a 25 year 
basis, as rent, rather than the 3% on a 38 year basis, or 
2% ona 50 year basis, which could be claimed as depreciation. 
The additional rent represented by the interest paid to the 
owner is deductable as rent expense also so the cost to the 
bank is 48% of the actual cost, that is if the rate paid to the 
owner is 414% the actual cost to the bank would be approxi- 
mately 21/4%. The bank earns 3% on the Municipal Bonds 
and pays out 21/4%. An investment of $1,000,000 in real 
estate can be converted to an earning asset with an annual in- 
come of $7,500, per year after taxes, which is as good as the 
average in a bank’s U. S. Bond account. 


Another thought on leased banking quarters. Capital im- 
provements made to such leased quarters can be depreciated 
over their useful life or amortized over the term of the lease 
whichever is shorter. If the asset were purchased after De- 
cember 31, 1953, the two new methods of accelerated deprecia- 
tion may be elected. 


Another change under the 1954 code can be of help to the 
bank organized after August 16, 1954. Under prior law or- 
ganization expense of a new corporation were considered capital 
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expenditures and in most cases this cost could not be amortized. 
Under the new law these expenses may be treated as deferred 
expenses and amortized over such period of time as they wish in 
excess of five years. 


A few thoughts on the over-all preparation and payment 
of Federal Tax Returns. 


The Tax return should truthfully reflect the income and 
expense of the bank, but not necessarily as these incomes and 
expense items have been reflected in management statements. 
All items of income must be carefully scrutinized so that no 
item of income which can be claimed tax exempt, partially tax 
exempt, or a long term capital gain, is reported as fully tax- 
able income. All expense should be included on the return 
taking into account every possible advantageous tax ruling in 
their presentations. All expenses which the bank incures are 
ordinary and necessary expenses of the business and should 
be taken on the banks return. Don’t try to eliminate or shave 
expenses in anticipation of possible questions by the tax agent 
regarding these expense items. A tax return on which the tax 
agent can place his approval without questions or assessment 
of additional tax is in most cases a poorly prepared return with 
the bank overpaying its tax. Each bank should pay its just 
tax but it is imprudent to subsidize the Government by pay- 
ment of needless tax. 





CHECKS AND NOTES FOR 
BANK TAX MEN 


Monthly Report of New Developments and Comments affecting 
the Income Taxation of Banks 


Rapid Depreciation of Leasehold Improvements. 


Various state-law restrictions on the ownership of real 
property by banks force many banks, particularly in larger 
cities, to rent rather than own the premises in which their bank- 
ing business is carried on. Leasehold improvements constructed 
by the bank on such leased premises are subject to amortization 
over the period of their useful life or the term of the lease, 
whichever is shorter. The new depreciation regulations, as 
finally adopted, provide that where the estimated useful life 
of improvements on leased property is longer than the remain- 
ing period of the lease, the taxpayer is entitled to amortize the 
unrecovered cost of such improvements over the remaining term 
of the lease only on a straight line basis. 

The effect of this provision is to deny the bank in such 
cases the use of the new rapid write-off methods of deprecia- 
tion, such as declining balance method or sum of the year’s 
digits method with respect to expenditures for modernization 
of leased properties even if made after 1953." 

These provisions of the regulations have been criticized 
by many bank auditors and attorneys as being unduly restric- 
tive and not properly reflecting the intention of Congress to 
stimulate replacement and expansion of productive properties 
to keep the economy operating at high levels of output and 
employment.” 

In view of the fact that the proposed regulations (Sec. 
167 (Sec. 1.167(c)-1(c) (1) ) did not deny to a lessee the 
declining balance method or the sum of the year’s digits method 
or any other consistent method with respect to tangible prop- 
erty with a useful life of three or more years, it is argued that 
the Treasury, in promulgating such final regulations has failed 


1 Reg. Sec. 1.167 (a) -4. 
2H. Rep. 1887 83 Cong. 2nd Sess. (p. 22; S. Rep. 1622 p. 26). 
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to follow the intention of Congress enacting Section 167 and 
has worked an unjustifiable discrimination against taxpayers, 
particularly banks, who are required generally to lease rather 
then to own their business premises. Indeed, under present 
economic conditions many growing businesses are resorting 
to leases of real estate, machinery and equipment in order to 
make additional working capital available for expansion and 
new ventures . 

In the event that clarifying legislation becomes neces- 
sary to change this regulation, many bank executives may wish 
to bring the matter to the attention of their Congressmen. 


Bad Debt Reserve Moving Average Formula. 


If a bank elects to deduct a reasonable addition to a 
reserve for bad debts instead of charging off specific debts as 
they become worthless, it submits to the Commissioner’s dis- 
cretion (as controlled by the courts) as to what is a reasonable 
addition to such reserves. 

The Commissioner. has ruled that determination of a 
reasonable addition requires the bank to apply to currently 
outstanding loans a percentage figure obtained by dividing 
the number of actual bad debts by outstanding loans over an 
average period of twenty years including the taxable year. 

If a bank does not have twenty years experience, it may 
use the substituted bad debt experience of other banks similarly 
situated.° 

In two recent decisions petitioners claimed that although 
they had been in existence for twenty years or more, they should 
be permitted to use a substituted bad debt experience of an- 
other bank in the vicinity instead of their own on the ground 
that during a large portion of the twenty-year period their 
loan policy had been unduly conservative, with the result that 
their bad debt losses during the basic period had been much 
smaller than they could expect in the future with a more liberal 
personal loan policy. First National Bank of LaFeria v. Com- 
missioner, (5th Cir., June 28, 1956); Union National Bank 
of Elgin, 26 T.C. No. 65. (1956). 


3 Mim. 6209, 1947-2C.B. 26. 
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In each case the court held for the Commissioner that 
there was no evidenee that the Commissioner’s determination 
was unreasonable or arbitrary and that they were required to 
use their own bad debt experience. Since the reserves were al- 
ready more than adequate for petitioner’s bad debt experience, 
it was not entitled to any deduction for additions to its reserves 
for bad debts. 


Reserve For Bad Debts—Mutual Savings Banks, etc. 


The inclusion of all or a portion of the reserve for bad 
debts of a mutual savings bank or other institution under Sec. 
598, 1954 I.R.C., in the amount of its surplus shown on any 
published statement, with a notation that the amount included 
therein is reserved under the I.R.C. (without specific reference 
to reserve for bad debts), shall not, of itself, prevent deduction 
of the addition to bad debt reserve claimed on its federal income 
tax return. However, the actual amount deducted must be 
reflected in the bank’s regular books of account as required 
by Reg. 118, Sec. 39.23 (k)-5(b) (3). Rev. Rul. 56-404. 


FACTORING COMPANY CASE OVERRULED 


In the November 1955 edition of Tae Banxinc Law JourNAL 
(page 802) a New York Supreme Court Appellate Division case 
entitled Miller v. Discount Factors, Inc. 141 N.Y.S.2d 140 was 
reported. The Appellate Division ruled that a factoring com- 
pany which lent funds in exchange for certain notes and which 
not only charged interest payable at maturity but also charged a 
flat bonus payable in advance did not violate the New York sta- 
tutes relating to carrying on the banking business. It has been 
reported that this decision was recently overruled by the New 
York Court of Appeals on grounds that all discounts are prohibited 
by a corporation not organized under the Banking Law of the 
state. A full report of this decision will appear in a future edition 
of the Banxine Law Journat. 





COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kotte, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 


Writing in the latest 
Quarterly Report, Volume 10 
—Number 3, the Honorable 
George R. Kennedy who has 
been Referee in bankruptcy 
for the Southern District of 
Illinois since 1953, points 
out that a very good gauge of 
the recklessness with which 
credit is extended by some 
businesses is found in the 
bankruptcy courts. Looking 
at this gauge indicates that 
currently more and more 
bankruptcies are occurring 
each month and that this is 
becoming a serious problen, 
particularly with small 
loan companies where one 
bankruptcy can easily erase 
the profits from a number of 
successful loans. Judge 
Kennedy notes that the wise 
application of a few common 
sense principles on the com= 
munity level in regard to 
regulating the extention of 
credit "might go far toward 
quieting any clamour on the 
national level for a rebirth 
of Regulation W or some 
other legislative brake on 
the over-extension of 
credit." This article is 


recommended reading for 
businessmen who are in a 
position to determine the 
credit policies of their 
organizations. 

One of the reasons this 
article came to mind is the 
appearance of so many bank- 
ruptcy cases in the recent 
advance reports, a few of 
which are summarized below. 


PREFERENCE—CONDITIONAL 
SALE CONTRACT 


A case involving condi- 
tional sales contracts and 
preferences under Section 
60(a) and (b) of the Bank- 
ruptcy Act has been decided 
in an important commercial 
jurisdiction, the Second 
Circuit of the United States 
Court of Appeals. It held 
that certain conditional 
sales, the contracts for 
which had been executed by 
a bankrupt, constituted 
voidable preferences under 
the Bankruptcy Act and 
therefore the contracts 
were not valid security 
liens against the buyer's 
trustee in bankruptcy. 
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Under New York law the lien 
created by the contracts 
did not become perfected 
until they were put on the 
public records. Since this 
did not happen until within 
four months of the buyer's 
bankruptcy, the transfer 
constituted a voidable pre=- 
ference. In the Matter of 
Morasco, United States 
Court of Appeals, Second 
Circuit, May 7, 1956. 
* * 

VOID CHATTEL MORTGAGE— 
BANKRUPTCY 

Another federal court, a 
district court in Missouri, 
has ruled on a similar prob- 
lem. This court decided 
that a chattel mortgage was 
void as against the mortga- 
gor's trustee in bankruptcy 
because the assignee of the 
mortgage had not filed it 
until seven days after the 
mortgage had been assigned. 
Since all the parties to the 
transaction resided in the 
Same town where the recor= 
der's office was located, 
seven days was held to be an 
unreasonable time within 
which to have filed and 
therefore the mortgage was 
void as against the bank- 
rupt's estate. In the Matter 
of Patterson, United States 
District Court, Western 
District of Missouri, March 
28, 1956. 


CHATTEL MORTGAGE— 
BANKRUPTCY 
Another bankruptcy-fil- 
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ing case was settled by this 
same Missouri federal court 
recently only this time the 
decision was not in favor of 
the mortgagor's trustee in 
bankruptcy. A chattel mort=- 
gage executed by a resident 
of Kansas City was recorded 
in the Jackson County re- 
corder's office at Indepen- 
dence, Missouri, rather 
than in the recorder's 
branch office in Kansas 
City. The court ruled that 
it was perfectly valid to 
have filed at the main Jack- 
son County office even 
though the statutes made it 
permissible for a Kansas 
City resident's mortgage 
to be filed in the branch 
office. In the Matter of 
McKinley, United States 
District Court, Western 
District of Missouri, Feb- 
ruary 17, 1956. 


* * * 


TRUST RECEIPTS— 
EMBEZZLEMENT 


A rather interesting At- 
torney General's opinion 
concerning trust receipts 
has been reported recently. 
The opinion points out that 
under the applicable sta- 
tute in Wisconsin an auto- 
mobile dealer (trustee) who 
uses the proceeds of sale of 
property covered by a trust 
receipt for himself instead 
of remitting them immedi- 
ately to the finance com- 
pany (entruster) is guilty 
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of embezzlement. The trust 
receipt as executed under 
the Uniform Trust Receipt 
Act in Wisconsin gives 
the entruster a security 
interest which attaches to 
the proceeds of sale and 
makes the trustee more than 
a mere debtor of the entrus- 
ter. Of course, if the en- 
truster in any way permits 
the trustee to use such pro=- 
ceeds as his own, the trust 
relationship is waived. 
Attorney General's Opinion, 
Wisconsin, November 23, 
1955. 


* %* * 


TRUST RECEIPTS— 

In an interesting trust 
receipts case in Florida a 
distributor was denied a 
summary judgment in a suit 
to get back certain cars 
from a dealer and a finance 
company because the court 
found there was a conflict 
on the facts. Such con- 
flicts are usually the 
reason courts deny summary 
judgments. Evidently the 
distributor had sold the 
cars to the dealer with the 
knowledge that they were to 
be floor planned by the fi- 
nance company and accepted 
in payment various checks 
which turned out to be 
worthless. The distributor 
had delivered an invoice 
for the cars to the dealer. 
When the dealer defaulted 
the finance company, as it 
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was entitled to do under 
its trust receipts, took 
possession of the cars and 
subsequently sold them to an 
innocent purchaser. From 
these facts, the court 
ruled, it could be concluded 
that the distributor had ac- 
cepted the checks and trans- 
ferred unrestricted titleto 
the cars to the dealer. If 
so, the finance company's 
security interest under the 
trust receipt would be pro- 
tected. Volusia Discount 
Company, Inc. v. Alexander 
K-F Motors, Florida Supreme 
Court, May 25, 1956. 


CHATTEL MORTGAGE & 
LIEN FOR REPAIRS 


It is generally conceded 
that repairmen's or mecha- 
nic's liens are paid before 
liens of other sorts. A 
recent case illustrates, 
however, that this is not 
always true. After default 
on a chattel mortgage cover- 
ing a car, the mortgagor 
transfered the car to 
another person who took it 
to a garage to have it re- 
paired. When it was neces- 
sary to litigate whether 
the mortgage lien or the 
mechanic's lien had prior- 


ity, the court ruled in 
favor of the mortgagee, 
reasoning that the New 


York statutes require the 
consent of the owner to have 
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repairs done before a given to make the repairs. 
mechanic's lien will attach Manufacturers Trust Company 
and that since afterdefault v. Stehle, d.b.a. Suydam 
neither the mortgagor nor Auto Body Works, New York 
his transferee owned the car Supreme Court, Appellate 
no valid consent had been Division, May 8, 1956. 


NEW YORK BANKING AUTHORITIES WARN REPURCHASE 
AGREEMENTS MAY NOT BE ENFORCEABLE 


A recent circular letter distributed by the New York Superintendent 
of Banks advises state chartered banks dealing in Government securities 
that agreements between them and their customers for the sale and 
repurchase of securities might not be enforceable. In a repurchase 
agreement a dealer bank sells securities with an agreement under which 
the seller and buyer agree to the price at which the securities will be 
repurchased by the seller at the option of either party. The Superinten- 
dent based his opinion on a 1939 case, Rothchild v. Manufacturers Trust 
Company, 279 N.Y. 355, 56 B.L.J. 244, where the New York Court of 
Appeals, in concluding that such agreements were unenforceable stated 
that, “Such agreements imperil the stability of a bank and the security 
of its depositors. They are against public policy, and nothing contained 
in the Banking Law brings them within public policy.” The reasons 
these agreements are against public policy according to the Court were 
found in an even earlier United States Supreme Court case and could 
be summed up as follows: 


“These agreements are not enforced ordinarily during periods of 
normal business and financial conditions. It is not until there is a 
financial depression and prices go down, that repurchase agreements will 
be enforced. They impose a loss upon the bank and deplete its assets 
at a time when it is most in need of such assets to meet the demands of 
ordinary banking business. Such contracts are ‘forms of contingent 
liability inimical to sound banking and perilous to the interest of de- 
positors and the public. Awotin v. Atlas Exchange N. Bank, Chicago, 
295 U.S. 20955 S. Ct.’” 
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BANKING LEGISLATIVE 
TRENDS IN THE STATES 






A new set of regulations governing the sale of life, accident and 
health insurance in connection with small loans and installment sales 
financing in West Virginia, effective Sept. 8, was announced by State 
Insurance Commissioner Thomas J. Gillooly. 

Although emphasizing there has been “no reason” to think that 
sales of such insurance in West Virginia have been seriously abused, 
Gillooly explained the new regulations are needed to prevent any abuses 
from becoming widespread. 

States with inadequate small loan laws, he observed, have experienced 
the most trouble with credit insurance coverage. He pointed out that 
the National Association of Insurance Commissioners has found that 
abuses include lenders requiring borrowers to take out credit insurance 
even though the borrowers might already have adequate coverage. 

Besides spelling out existing state laws relating to credit insurance 
sales, the new regulations, as filed with the West Virginia secretary of 
state’s office, list the following new requirements: 

If the lender has several borrowers insured under the same policy— 
called group credit insurance, although the borrowers may not even 
know each other—no single borrower’s insurance may exceed the amount 
he owes, up to a $5,000 maximum. 

In the case of individual credit insurance policies, the amount may 
only exceed the original debt by $5. 

The period such insurance coverage is in effect must equal the time 
of the payments: a 24-month payment plan on an appliance, for ex- 
ample, would mean a 24-month credit insurance policy. 

Generally, under the regulations, the insurance period may not run 
15 days beyond the end of the payment period. The insurance can be 
made out for a shorter period, however, if both parties agree to it in 
writing. 

Premium rates for credit insurance must be filed with the insurance 
commissioner. He must approve any charges tacked on to the approved 
premium rate. 

The person covered by credit insurance must receive a policy, cer- 
tificate or statement of the insurance. 

Only state-licensed insurance agents may sell such policies, and 
they are the only persons who may pay out dividends. Some holders of 
group credit insurance, however, are exempt from the rule provided they 
pass on any dividends to the persons insured. 
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A new regulation against misleading advertising covers ads for so- 
called “free” insurance, if such coverage is made in connection with a 
loan on which an interest charge is made. 

New legislatives and regulatory developments elsewhere affecting 
small loan and finance companies, credit insurance, banking and related 
fields, as reported from state capitals throughout the country, include the 
following: 


ARIZONA: A citizens committee, headed by E. V. O’Malley, presi- 
dent and general manager of the O’Malley Lumber Co., of Phoenix, con- 
ducted a campaign for approval by Arizona voters at the Sept. 11 pri- 
mary election of a proposal for repeal of the state’s “double liability” 
bank law, imposing the legal responsibility on all state bank stockholders 
for twice the par value of bank stock held by them. 

Terming the law “archaic,” O’Malley pointed out that every one 
of the other 47 states and Congress already had voted such legislation 
out of existence. 

“Before the Federal Deposit Insurance Corp. began insuring bank 
depositors, state and national, the law made sense,” O’Malley said. “But 
now the only effect it has is to discourage potential state bank investors 
who are naturally unwilling to subject themselves to a ‘double liability’ 
provision.” 

O’Malley stressed that, besides the FDIC insurance protecting each 
state bank deposit account, the depositor has further protection in the 
form of careful supervision and regular examinations by governmental 
banking authorities. 

“There is absolutely no difference between state and national banks 
so far as safeguarding the depositor’s interests is concerned,” O’Malley 
said. “It’s time Arizona caught up with the other states in getting rid 
of an antiquated law which restricts the normal development of its state 
banking system.” 


ILLINOIS: A strong campaign has been launched by the Illinois 
Bankers Association to inform voters on the need for adopting a pro- 
posed new state banking act at the November general election. 

Unanimously approved by the 1955 Illinois legislature for submis- 
sion to the electorate, the act is the culmination of three years’ work 
by committees of bankers, attorneys and representatives of state and 
federal supervisory authorities. 

It conforms state banking procedures, where necessary, with those 
of the Federal Deposit Insurance Corp.; establishes standards for the 
organization of Illinois state banks more consistent with those prescribed 
by federal authorities for new banks; provides legal means of avoiding 
costly receiverships when it is in the public interest to reorganize rather 
than to liquidate banks; and strengthens the dual banking system 
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whereby state and national banks function in serving the public com- 
petitively. 


An opinion handed down in Springfield by the Third District Appel- 
late Court upheld the validity of an Illinois State Insurance Department 
rule which provides that a small loan company cannot compel a bor- 
rower to purchase life insurance as a condition to making a loan. 


The Appellate Court reversed Sangamon County Circuit Court, which 
had held part of the rule invalid and had granted an injunction restrain- 
ing the department from enforcing it. 


INDIANA: State Financial Institutions Board adopted a credit 
insurance regulation which opponents contended might legalize the 
pressure-sale of unwanted life, accident and health insurance to small 
loan borrowers. 


Opponents expressed hope that State Attorney General Edwin K. 
Steers might rule the regulation invalid, but indicated they would take 
the issue to the courts, if necessary, to block it. 


Establishment of the regulation was explained by its proponents 
on the board as a move to regulate, in the public interest, a practice that 
had been followed for several years outside the realm of state control. 


Although the regulation emphasizes that a borrower has the right 
to select the insurance of his choice to cover a loan, opponents charged 
that borrowers would find that some loan companies would refuse to 
approve loans that were not backed up with tied-in insurance. 


In defending the regulation at a previous hearing, Albert Ward of 
Indianapolis, counsel for the Indiana Consumer Finance Association, 
said it would not force borrowers to buy credit insurance. He also 
pointed out it would guarantee insurance rebates to borrowers who re- 
paid their notes before they were due. 


The new regulation, listed as Regulation 2, has been a controversial 
issue since it was first proposed last year. Opponents contended it might 
have the effect of forcing borrowers to buy insurance regardless of their 
needs or desires and that it would boost the average loan company’s 
interest rates and charges from 27.2 per cent a year to about 33 per cent. 
As a result, it was charged, Indiana small loan borrowers would pay about 
$3,000,000 to $4,000,000 in additional fees. 


While Indiana law limits small loan interest rates to 3 per cent a 
month on the first $150 of the loan and 114 per cent a month on every- 
thing above $150 to the ceiling of $500, opponents of the new regulation 
said it would place no such restrictions on the insurance premiums that 
could be demanded of borrowers. 
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Opposition to the regulation was led by Leo M. Gardner, Indianapolis 
attorney representing Household Finance Corp., who contended the 
state-approved loan rates are sufficient to enable loan companies to 
pay credit insurance costs themselves, as does the HFC firm. 

Chairman of the board which adopted the new regulation is Ernest 
R. Lee, executive vice president of Indianapolis Morris Plan and a vice 
president of the Public Insurance Company of America, a credit life 
insurance firm incorporated in Florida. 

All phases of the credit insurance business in Indiana are being in- 
vestigated by a special state legislative committee, but this group took 
no stand on the regulation just adopted. 


MASSACHUSETTS: A bill to create a five-member board to fix in- 
terest rates on small loans up to $1,500 was passed by the Massachusetts 
Senate after eliminating a House amendment which would have set a 
maximum interest rate of 2 per cent a month. 

The Massachusetts House subsequently gave initial approval to 
the Senate version of the bill, but final action was still awaited at this 
writing. 

Elimination of the 2 per cent provision was said to be necessary to 
preserve the original intent of the measure—to remove the interest 
setting power from politics and the state legislature. 

Present Massachusetts law authorizes small loans up to $300 at inter- 
est rates of 2 per cent a month or a maximum of 12 per cent per year. 


MICHIGAN: As a special state legislative committee assigned to 
study the small loan business in Michigan met to lay the groundwork 
for its probe, Chairman Willard L. Bowerman, Jr., Lansing Republican, 
said the group would be interested mainly in comparing small loan 
interest rates in Michigan with other states. 

Asserting that rates in New York are 25 per cent less than in Michi- 
gan, Representative Bowerman said “we want to know why.” 

He estimated that users of Michigan small loan companies pay $30,- 
000,000 in interest each year, and that interest on a $300 loan is 32 per 
cent annually. 

Revealing that his committee also will look into small loan advertising 
schedules, Bowerman said the investigators “want to know why these 
firms spend $1,500,000 a year to advertise for misery.” 

The committee, he said, thought small loan firms should be bound 
by ethical codes like physicians regarding advertising. “If you’re sick, 
you'll find a doctor,” he said. “If you need money, you'll find a loan 
company.” 

Bowerman said the committee planned first to hear managers of 
small loan firms, and later to solicit private citizens to recite their com- 
plaints against small loan firm practices. 
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In another Michigan development, State Attorney General Thomas 
M. Cavanaugh ruled that shortages in state-chartered banks must be 
reported to the prosecuting authorities irrespective of whether restitu- 
tion had been made. 

He held that the fact that restriction had been made or the shortage 
insured by bond was not a valid reason for failure to notify the county 
prosecutor. The law, he said, requires all citizens to report criminal 
acts to law enforcement officials. He added that this applies to state- 
chartered banks, credit unions and trust companies. 

The ruling had been asked by Acting State Bank Commissioner 
Herman G. Taylor, who said “there is no specific mention in the law of 
our responsibility in these cases.”” He added that no specific case prompted 
the request. 


MISSISSIPPI: State installment loan tax receipts for the first seven 
months of the current calendar year in Mississippi totaled $286,983.88, 
as compared with $201,373.65 for the corresponding period last year. 


NEW YORK: Through recommendations submitted to the Joint 
State Legislative Committee to Revise the Banking Law, a committee 
of the Savings Banks Association of the State of New York disclosed 
that the state’s 129 mutual savings banks will ask the 1957 New York 
legislature for authority to open branches within their home municipality 
and within 50 miles of its boundaries, regardless of county or district 
lines and subject only to approval of the State Banking Department. 

Under present New York law, a state savings bank may establish 
branches only within the city and district in which its main office is 
located. For six years, the savings banks have unsuccessfully sought 
the enactment of legislation to permit them to establish branches 
in suburban areas. Commercial banks have opposed such proposals. 

The legislative committee said it hoped to introduce a bill in next 
year’s legislature aimed at solving the controversy, but it did not in- 
dicate exactly what it would recommend. 

Besides seeking new branches within a 50-mile radius, the savings 
banks said they will seek an increase in the dollar limit on individual 
deposits to $25,000, along with insurance of deposits over $10,000 which, 
if not provided by a future change in the provisions of Federal Deposit 
Insurance Corp. coverage, would be provided through a fund to be set 
up by the savings banks. 

Under another proposal, charitable, religious and educational institu- 
tions would be permitted to keep any amount of money in a savings 
bank, exempt from limitations. 

The savings banks also want authority to make conventional mort- 
gage loans on a nationwide basis, an authority they now enjoy only for 
mortgages guaranteed by the federal government. 
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Representatives of the savings banks said they would not recommend 
at this time that they be empowered to make personal loans, nor that 
they be empowered to invest in shares of commercial banks and life 
insurance companies. 








































OHIO: A ruling handed down in Cincinnati by Common Pleas : 
Judge Louis J. Schneider held that Ohio building and loan associations / 
are permitted to set up their own funds to guarantee deposits by form- 
ing a mutual deposit insurance fund. 

The decision reversed the procedure of N. J. Dziamba, state super- 
intendent of building and loan associations, who had refused to allow 
incorporation of the Ohio Deposit Guarantee Fund, in which 60 groups 
had joined to guarantee each other’s deposits. 

Dziamba had contended the state superintendent would not have 
adequate control over the organization, but Judge Schneider found “no 
justification” for that complaint. 

It had not been indicated at this writing whether the state would 
appeal the court ruling or issue the requested charter to the new group, 
which represents assets of nearly $160,000,000. : 

The proposed mutual insurance fund would give state-chartered com- : 
panies protection similar to that federally-chartered firms receive, ex- : 
cept that the amount of accounts that could be insured would be un- 
limited. 


PENNSYLVANIA: A “task force” committee to study the branch : 
banking issue and report to the 1957 Pennsylvania legislature was set 
up by the Joint State Government Commission, the legislature’s re- 
search agency. 

Named co-chairmen of the study group were State Senator J. Henry 
Propert, Montgomery County Republican, and Rep. Louis J. Arando, . 
Philadelphia Democrat. 

The co-chairmen said the committee would make a comprehensive 
study of branch banking, including the assets of absorbed and absorb- 
ing banking institutions, the geographical consideration of bank mer- 
gers, factors responsible for increases in branch banking, and com- 
munity attitudes toward the absorption of community banks and es- 
tablishment of local branches by out-of-town banks. 

A hearing has been scheduled by the committee for Sept. 20. None of ; 
the committee members are engaged in the banking business. : 
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SOUTH DAKOTA: In his first report on small loan companies, State : 
Superintendent of Banks Gordon H. Maxam said the 84 firms licensed 
by his department listed assets totaling $21,838,000. 

A 1953 South Dakota law provided for the licensing of such firms 
and regulated the rate of interest they may charge. 
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The report released by Maxam revealed that at the start of the 
year the small loan companies had 26,326 accounts outstanding for a 
total of $6,946,394. 

It was further shown that 69,347 loans made last year totaled $16,- 
284,605. Most of the loans—16,154 of them—were for amounts between 
$50 and $150, while 15,065 loans were for $25 or less. 

The report said 34,343 loans had no security other than the bor- 
rower’s signature, while another 16,230 were secured by automobiles 
and 10,247 by household goods. 


WEST VIRGINIA: Plans to issue comprehensive regulations deal- 
ing with problems arising from consumer credit insurance transactions 
were disclosed by State Insurance Commissioner Thomas J. Gillooly 
in addressing the West Virginia Association of Insurance Agents at its 
annual meeting in White Sulphur Springs. 

He said the fields of automobile collision, life, and accident and health 
insurance would be affected by the new regulations. 


WISCONSIN: A proposal to increase state revenues by investing 
$6,000,000 now held in state banks without interest was submitted to the 
State Legislative Council’s committee on government operations (Aug. 
$1) by State Auditor J. Jay Keliher. 

He said the state kept $12,908,660 daily in seven banks as a working 
account and that if the state could reduce this amount by $6,000,000 it 
could invest the money at 3 per cent interest. 

Keliher also said that with the approval of the bankers, the state 
may be able to arrange to write checks on a single bank instead of all 
seven and in that way reduce bank costs. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 






“Request” Held Mandatory For Testatrix’s Children 





Spencer v. Childs, New York Court of Appeals, April 19, 1956 


In her will decedent said “I request my two children” or the survivor 
of them to pay her sister-in-law $208.33 per month as long as the sister- 
in-law lived. Decedent had contributed to the support of the sister-in- 
law for many years in precisely the same monthly amount as that named 
in the will. The children paid such amount for two years and then 
discontinued payments. Some years later the sister-in-law sought to 
recover past due payments. HELD: The word “request” is manda- 
tory and not precatory. Decedent addressed her two named children, 
and she could expect that the children would understand her “request” 
and obey it as strictly as if couched in the language of command. Her 
long practice of paying the named amount each month indicates that 
she did not intend her children to discontinue that practice at their 
pleasure. The provision for the sister-in-law came first in the will, and 
the children were to receive the residue only after the payments, thereby 
manifesting a design to charge those payments to the children. Also, 
the estate was very large, the children wealthy, and the gift to the 
sister-in-law very small. 






Executors Can Compel Transfer of Decedent’s Stock 


Allen v. Baltimore Tissue Corporation, New York Supreme Court, 
Appellate Division (2d Department), May 28, 1956 


Decedent’s executors brought an action to compel a corporation to 
issue new certificates of stock to them in place of certificates owned 
by decedent at his death. The corporation counterclaimed to enforce 
an option established by its by-laws whereby the corporation or, al- 
ternatively, other shareholders, had the right to purchase the stock 
of a deceased shareholder at the same price received therefor. HELD: 
The by-law provision is void as an unreasonable restriction on the right 
of a stockholder to sell his property, and the executors may compel 
the corporation to transfer decedent’s stock to them. An exception to a 
stockholder’s right of unrestricted disposal is warranted only if a restric- 
tion reasonably bears a relationship to the legitimate interests of the 
corporation which imposes it. In this case there is no perceptable rela- 
tionship between the restriction and the welfare of the corporation. 
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Voluntary Surrender of Note Held Gift 





Denver National Bank v. McLagan, Colorado Supreme Court, May 14, 1956 


Decedent received from her daughter and the daughter’s husband 
promissory notes, which notes were found in the latters’ possession at 
decedent’s death. Decedent’s administrator sought to recover the amount 
of the notes. The daughter’s son testified that decedent had surrendered 
the notes by delivering them to the daughter and saying that she wanted 
the daughter and husband to have them. There was other evidence 
that the debt evidenced by the notes had been forgiven by decedent. 
HELD: Forgiveness of a debt may be accomplished by surrendering 
the debt instrument, and a voluntary surrender of a promissory note 
by the named payee to the maker in this case operated in and of it- 
self as a gift and extinguishment of the debt. 


Specified Method of Revoking or Altering Trust Must Be Followed 





Magoon v. Cleveland Trust Company, Ohio Court of Appeals, Cuyahoga 
County, May 21, 1956 


Decedent had created a living trust, providing: “I retain the power 
to alter or amend the disposition to be made of the trust estate after 
my decease, and I hereby provide that any other revocation or amend- 
ment of this instrument shall be only with the consent and approval 
of the Probate Judge of Cuyahoga County, Ohio.” After decedent died 
issue arose as to whether he had reserved in the trust instrument the 
power to dispose of the assets and income of the trust by his will. 
HELD: By the above language decedent specified a particular method 
of revocation and alteration of the trust instrument, and he was bound 
to that method. Accordingly, he did not reserve the power to dispose 
of the trust assets and income by will. Neither the trust principal nor 
the trust income may be given by the will to certain named beneficiaries. 


New Jersey Now Takes Escheated Property in Its Own Right 





State of New Jersey v. Roberts, New Jersey Supreme Court, May 21, 1956 


Decedent died intestate without a husband or any known relatives 
or kin surviving her. The surplus of her estate personal property was 
deposited in a savings account in the administrator’s name. Thereafter, 
the New Jersey Escheat Act was passed, and the State sought to es- 
cheat the surplus of decedent’s personal property. The township of which 
decedent had been a resident intervened and claimed escheat rights. 
HELD: The State takes the surplus of decedent’s personal property. 
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Prior to the Escheat Act the status of a township was that of a sub- 
division of the State named to receive escheated property pursuant to 
the State’s exercise of its sovereign right to escheat such property. Upon 
passage of the Act the municipal authority was rescinded, and the 
State substituted itself as taker in its own right. 


Remainder Implied From Language of Trust Instrument 


DuPont v. Equitable Security Trust Company, Delaware Supreme Court 
May 1, 1956 


Husband and wife executed a trust agreement for the support of 
the wife and their daughter. If the daughter, having survived her 
mother, should die without issue surviving her then the trust corpus 
was to go to the husband’s residuary legatees or next of kin. After 
the wife’s death the husband and daughter notified the trustee that 
they elected to terminate the trust and that since they were now the 
only persons interested in the trust they had the right to terminate. 
HELD: The husband and daughter can not terminate the trust. The 
rule of remainders by implication can in certain circumstances be ap- 
plied to a living trust, and in this case a remainder to the daughter’s 
issue is implied from the language of the trust instrument. Such re- 
mainder to the daughter’s issue does not fail simply because the hus- 
band survived the wife, and the husband and daughter are not the 
only persons interested in the trust. 





“Request” to Forego Executor’s Commissions Held Not 
Mandatory 





In re Chemical Corn Exchange Bank, New York Court of Appeals, 
April 19, 1956 


Decedent named four executors in her will, one of whom was a 
beneficiary. The will stated that if the beneficiary served as executrix 
“I request that she act without compensation.” The beneficiary-ex- 
ecutrix claimed commissions. Neither any beneficiary nor the size of 
any legacy was affected by such claim, but the executor’s commissions 
would have to be split four ways instead of three. HELD: The “re- 
quest” was not mandatory but simply expressive of a wish. Decedent 
would have used words of command if she had intended that the ex- 
ecutrix be deprived of commissions. The executrix, “as legatee of a sum 
of money, has no interest in the residue; the commissions which she seeks 
are compensation for her attention to the interests of the residuary 
beneficiaries and of the numerous other persons named as specific and 


general legatees.” 
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BANKING 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on 
banking institutions. 


Utah Amends Tax Rule on Allowable Addition to Banks Bad 
Debt Reserve 





Utah State Tax Commission Regulation 11, May 28, 1956 


The Utah State Tax Commission has adopted the Federal rule under 
which a bank, in computing its annual additions to reserve for bad 
debts, may now select a period of any 20 consecutive years, after the 
year 1927, and apply the average loss rate of that 20-year period to the 
total of outstanding loans at the close of the taxable year. The new 
method replaces the old method of establishing a 20-year “moving 
average experience factor,” that is, the average ratio of bad debt loss 
over a period of 20 consecutive years ending with and including the 
taxable year. This new method makes it possible for banks to keep, or 
go back to, a period which includes the depression years loss experience. 

However, there is a special limitation put on the maximum amounts 
of the annual additions to the reserve for the first and second taxable 
years beginning after December 31, 1954. For the first such taxable year 
the maximum amount is one-third of the difference between the “ceil- 
ing factor” for that year and the accumulated total in the reserve at 
the close of that year before the addition. For the second taxable year 
after 1954 the maximum amount is one-half of such difference. 


Commodity Credit Corporation Crop Loans as Income 
Revenue Ruling 56-358, LR.B. 1956-31, p. 9 





The above Ruling states that a farmer who receives a loan from the 
Commodity Credit Corporation may, at his election, include the loan 
as income for the year it is received. A statement should be attached 
to the tax return indicating that such an election has been made and 
showing the details of the loan. The election may not be applied retro- 
actively. Once made, the election is binding and must be followed for 
subsequent taxable years. After an election has been made the permission 
of the Commissioner of Internal Revenue is required to revert to the 
original method or a different method of reporting CCC loans. 









782 THE BANKING LAW JOURNAL 





Federal Reserve Issues Regulation Y Covering Bank Holding 
Companies 

The Board of Governors of the Federal Reserve System recently 
issued Regulation Y relating to bank holding companies. The Regula- 
tion, which became effective September 1, 1956, is concerned with 
acquisitions of bank shares or assets, interests in non-banking organiza- 
tions and borrowing by bank holding companies or their subsidiaries. 
Of particular interest is the listing of transactions which require Federal 
Reserve Board approval when there is a proposed acquisition of bank 
stock or assets and the procedure which must be followed in applying 
for prior approval of the transactions by the Board. There are also 
listed the types of transactions which do not require Board approval. 
In addition, the Regulation provides for divestment by bank holding 
companies of ownership or control of voting shares of any company 
engaged in any business other than banking; it also generally prohibits 
a bank which is a subsidiary of a bank holding comnany to invest in 
the obligations of such holding company or any of its other subsidiaries. 


























Delivered Check Constitutes Payment Regardless of Deposit Date 





Field and Field v. Commissioner, Tax Court of the United States, 
May 21, 1956 


The Commissioner of Internal Revenue contended that a dentist 
was not entitled to a 1945 business expense tax deduction for supplies 
paid for by check drawn and delivered to the supplier in 1945, but not 
presented for payment until 1946. Traditionally, creditors are lenient 
in collections from dentists during December and January, and the 
Commissioner argued that this tradition implies an agreement between 
the dentist and his payee that the check would not be immediately 
deposited. HELD: “The general rule is that where there is an unqualified 
delivery of a check by a debtor to a creditor, the check constitutes 
payment of the account at the time of delivery regardless of when the 
check is deposited or cashed by the payee.” Nothing in the record 
shows any agreement between the dentist and payee regarding deferred 
deposit of the check. 
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Government May Now Drop Valueless Tax Liens on Mortgaged 


Property 
Internal Revenue Service Technical Information Release No. 10, July 11, 1956 













A new Internal Revenue Service procedure has been adopted which 
will assure mortgage holders, before they bring a foreclosure action, 
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that an administrative discharge of a Federal tax lien will be issued 
immediately following completion of such action if there is no value 
to the Government’s lien interest. This procedure will result in two 
benefits to mortgages: (1) it will involve less time than a foreclosure 
by judicial sale and (2) it will eliminate the right of the Government 
to redeem within one year, as is the case with judicial foreclosures. 

When a mortgagee wishes to foreclose a property to which a Federal 
tax lien attaches, and he concludes that the tax lien has no value, 
an application for a discharge of the property from the lien should be 
submitted to the District Director. Within 30 days thereafter, if it 
is determined that the lien interest has no value, the District Director 
will issue a “Conditional Commitment to Discharge Certain Property 
from Federal Tax Lien.” The condition is designed to protect the Govern- 
ment in exceptional cases, but the mortgagee in most cases can be sure 
from his own knowledge that the condition will be met. 


Redemption of Certain Unused Stock Transfer Stamps 


Senate Bill 625 now pending in the Massachusetts Legislature pro- 
vides that unused stock transfer stamps which were in the hands of banks, 
corporations or duly accredited stock transfer agents on May 1, 1954, 
would be redeemed by the state treasurer upon certification by the tax 
commission that the stamps have been returned to it and destroyed. 
Applications for redemption would have to be filed by June 30, 1957. 


Bank Cannot Substitute Bad Debt Experience of Another for Its 
Own 





Union National Bank and Trust Company of Elgin v. Commissioner of 
Internal Revenue, Tax Court of the United States, June 13, 1956 


Instead of using its own bad debt experience from 1930 to 1939 
for purposes of computing a 20-year “moving average experience factor” 
the taxpayer bank substituted a higher ratio which had been determined 
by the Research Department of the Federal Reserve Bank of Chicago. 
It did so because there was a change in bank management in 1939, 
and a more liberal loan policy was thereafter instituted. The substituted 
ratio gave the bank a greater tax deduction for additions to its bad debt 
reserve. HELD: Once the bank chose to use the reserve method of 
dealing with bad debts it subjected itself to the reasonable discretion 
of the Commissioner of Internal Revenue. Mimeograph 6209, issued 
by the Commissioner and covering reserve methods of accounting for 
bad debt reserves for banks, does not permit substitution of another’s 
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bad debt experience for one’s own unless the latter lacks a 20-year ex- 
perience. Accordingly, the taxpayer bank’s bad debt reserve ceiling had 
to be based on its own experience, and its deductions for additions to 
its bad debt reserve based on another’s experience are disallowed. 


Private Corporations Must Collect Loans Tax on Interest Paid 


Commonwealth of Pennsylvania v. Circular Realty Company, Pennsylvania 
Court of Common Pleas, Dauphin County, March 29, 1956 


A private corporation which secures mortgage bonds but which is 
not liable for the mortgage or interest thereon is subject to the Pennsyl- 
vania corporate loans tax on whatever interest on the bonds was paid 
by it. The duty of assessing and collecting the tax falls upon such 
private corporation. 


WORDS ON CHECK DO NOT PUT HOLDER ON NOTICE 


A check which had been given to the payee and then negotiated 
to the plaintiff was the subject of a suit against the maker who 
refused to honor the check on grounds that the plaintiff was not 
a holder in due course. When sued on the check the maker an- 
swered that the plaintiff took the check in bad faith because it 
was negotiated to him by a stranger (the payee) with the words 


“car to be free and clear of liens” written on the face of the check. 
The court ruled the existence of these words did not give the plain- 
tiff knowledge of such facts that taking the check amounted to 
bad faith. The words themselves could not have put the plaintiff 
on notice that the consideration for the check had failed or might 
fail in the future. Henry v. Zachry Company, Court of Appeals 
of Georgia, 92 S.E.2d 225. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Business Outlook 
6 6 HE outlook for the rest of 
this year and for perhaps 
as long as the first six months of 
next year seems to be for a high 
level of production and income,” 
declares economist William R. 
Biggs of the Bank of New York. 
This seems probable, he states, in 
spite of the fact that residential 
building appears to be in a period 
of decline. However, his longer- 
term view is not so hopeful; it rec- 
ognizes the possibility of a simul- 
taneous readjustment in several of 
the now strong sections of the 
economy sometime toward mid- 
1957. A further possibility is a re- 
adjustment in the economics of 
some of the Western European 
countries. 

We cannot assume, remarks 
the Bank of New York economist, 
“that traffic will go indefinitely in 
one direction on a two-way street.” 
Rising money rates and less avail- 
able money will ultimately affect 
capital expenditures and commer- 
cial building, as well as residential 
building. Furthermore, as to com- 
mercial and residential space, there 
is some indication that supply and 
demand are starting to balance off 
(with due reference to costs) in 
many parts of the country. With 
regard to automobile business, as- 
suming good sales of 1957 models, 
an alternate-year decline in pro- 
duction would not be surprising. 
Finally, the current general inven- 
tory accumulation now seems un- 
likely to continue for more than 
six months beyond the 1956 year- 
end. 








The most important prop sus- 
taining the present level of business 
is the high rate of capital expendi- 
tures. In this connection, a com- 
parison of corporate profits to gross 
national product shows some im- 
pairment in 1955 profit levels—an 
impairment which is also evidenced 
by the record of commercial fail- 
ures. This narrowing of profit mar- 
gins is meaningful, since such a 
development eventually must have 
an adverse impact on the current 
high level of capital expenditures. 


Our postwar economy has been 
fortunate in the sense that all re- 
adjustments experienced thus far 
have been of a “rolling” variety. 
In other words, set-backs in one 
major industry have not coincided 
with those in another. During 1956, 
for example, readjustments in the 
automobile, farm equipment, tex- 
tile, and residential building fields 
have occurred in the order named 
(although business has advanced 
in the face of this). Nevertheless, 
during the last half of 1957, some- 
thing different may be in store; 
the possibility exists that simul- 
taneous readjustments may occur 
in inventory accumulation, auto- 
mobile production, residential and 
commercial building, and in capital 
expenditures. 

Although the rate of expansion 
in consumer debt has slowed some- 
what, the consumer remains heav- 
ily in debt. Accordingly, if business 
activity does decline, there will be 
a resulting pressure on consumer 
spending because of the necessity 
of liquidating debt. And with re- 
spect to the road building prog- 
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ram’s possible impact in late 1957, 
it must be realized that such a 
program will be largely self-sup- 
porting for the first five years by 
virtue of the higher taxes imposed; 
only in the latter years will spend- 
ing be substantially in excess of 
estimated receipts. 

“Tt hardly seems likely,” observes 
Mr. Biggs, “that general expecta- 
tions in regard to the political sit- 
uation could be much more opti- 
mistic than they now are, with the 
general feeling that the Republi- 
cans will win the election. .. .“‘ He 
also notes that a substantial change 
in the psychological attitude of 
businessmen and investors could 
be brought about by any unforseen 
domestic political development or 
some unfavorable event on the in- 
ternational scene. 


The Lag in Savings 

Because the postwar period has 
been one of growing scarcity of 
saving, economists in many coun- 
tries have been busy devising 
schemes to invigorate savings ha- 
bits. Savings have been discouraged 
by low interest rates and inflation 
while programs to utilize savings 
have grown apace. In the Septem- 
ber Monthly Letter, the First Na- 
tional City Bank of New York 
describes some of these schemes 
which are being given practical 
trial. 

Of course, the orthodox proced- 
ure is to let interest rates rise and 
thus give an attractive financial 
inducement to saving, cause some 
postponment of expenditure, and 
create a greater deterrent to bor- 
rowing. This is happening here and 
in Canada, and generally in Eur- 
ope and Latin America. However, 
where income is taxed heavily, 
even relatively high interest rates 
may not provide sufficient induce- 
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ment. Great Britain, for example, 
has had to bring tax incentives into 
the picture; it is currently exempt- 
ing from income tax, interest up 
to $42 a year on savings deposits. 
Last year, Sweden began offering 
tax free bonuses to savers; these 
go as high as 20 per cent for sav- 
ings kept in a bank for five years. 
In West Germany, authorities 
have proposed that taxpayers be 
allowed special deductions based 
on the amount of their savings. 
Great Britain, notes the Monthly 
Letter, is the latest major country 
to adopt the lottery bond. This 
November, the British Treasury 
will appeal to gambling instinct 
with a $2.80 savings bond on which 
no interest will be paid. However, 
the lucky winners may walk off 
with top tax-free prizes of $2,800 
as well as a number of smaller 
prizes. It is also interesting to ob- 
serve that Belgium has raised some 
$300 million with lottery bonds 
since the end of the war and that 
a lottery bond issue in Greece of- 
fers a top prize of $50,000 in cash. 
Russia also raises rubles with a lot- 
tery bond which offers a number of 
small prizes. And other European 
countries that have sought savings 
via the lottery bond route are Nor- 
way, France, Italy, Finland, West 
Germany, Sweden and Denmark. 
Other ways of attracting savings 
have been devised where investors 
are doubtful about the future value 
of their currency. The objective of 
such methods is to offer protection 
against an inflationary spiral which 
would reduce the real value of 
money savings. In France, where 
inflation has persisted for a long 
time—partly as a result of con- 
tinuous deficit financing—native 
Frenchmen have found gold the 
safest and surest store of value. 
This impelled a 1952 Government 
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loan with redemption value linked 
to the free market price of gold 
coin; thus, increased prices would 
be reflected in the market price of 
gold and, hence, in the market 
value of the bond. During 1952-54, 
bonds were also issued by the state 
owned Societe d’Electricite which 
provided that both principal value 
and annual interest would vary 
with the price of electric energy. 
Bonds linked to the wholesale price 
of coal and to passenger coach fares 
have been issued by the national- 
ized coal mines and railroads. And 
it was only this May that the 
French Government sold “growth” 
bonds, which revised interest pay- 
ments annually in line with in- 
creases in national industrial out- 
put. 

Nearly all financial institutions 
in Finland, the First National City 
Bank reports, offer their depositors 
an alternative; the choice is bet- 
ween ordinary savings deposits and 
savings deposits yielding a lower 
rate of interest but linked to a 
price index. In similar fashion, 1955 
witnessed the Finnish Government 
selling bonds, the value of which 
was tied to wholesale prices. To be 
more specific, a rise of 5 per cent 
in the September wholesale price 
index over the preceding Septem- 
ber figure results in face value and 
interest payments being increased 
by a corresponding 5 per cent. 


“Though some of these schemes 
may serve as expedients while con- 
fidence is restored in money”, com- 
ments the Monthly Letter, “none 
of them has been spectacularly suc- 
cessful. . . . But when inflation is 
rampant the value of any promise 
to pay in the future becomes sus- 
pect. Formula bonds, such as those 
linked to price indexes, cannot fully 
overcome the repulsion people feel 
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toward distant claims for money 
of shrinking value.” An investor 
may doubt whether the borrower 
will have the means and the will 
to perform an obligation of un- 
known magnitude. He may also 
suspect the integrity of government 
statisticians whose elaborate cal- 
culations determine how much or 
how little he is entitled to get. 
“After all,” asks the First National 
City Bank, “how much honor is due 
a government that does not have 
the wisdom and fortitude to pro- 
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tect the value of the money that it 
issues?” 

“A borrowing government that 
holds out its power to issue money 
as assurance of repayment opens 
a vista of inflation unlimited and 
of worthless promises to pay more 
and more of less and less. The 
security of the individual is better 
served by hoards of gold and goods 
than by bonds linked to computed 
indexes. 

“The gadgets represent ingenu- 
ous but still clumsy efforts to find 
something else that can serve as a 
stable standard of value. This is 
the job of money. There is no 
substitute for money people can 
trust.” 


Banks Capital 


The expansion of bank loans, 
states President C. A. Sienkiewicz 
of the Central-Penn National Bank 
of Philadelphia, raises a question 
about the trend and adequacy of 
bank capital resources to take care 
of further economic growth. While 
capital accounts of commercial 
banks have been increased 78 per 





LAW JOURNAL 


cent from 1945 to May of this 
year, loans have increased almost 
three times as much. And while 
the ratio of capital resources to 
liabilities is higher now than at the 
end of the war, it remains the low- 
est in decades. This accounts for 
the present emphasis by super- 
visory authorities on the adequacy 
of bank capital as a strengthened 
basis for increasing credit or de- 
posits. 

Assuming that the present rela- 
tionship between gross national 
output and bank loans continues, 
bank loans may be expanded by 
$40 to $45 billion in 1965 to a to- 
tal of $120 to $125 billion. In such 
eventuality, the Pennsylvania bank 
officer declares, deposits would rise 
by $50 or $70 billion to $250 or $275 
billion. 

“Even to maintain the present 
relationships between capital ac- 
counts and deposit liabilities”, Mr. 
Sienkiewicz remarks, “it would be 
necessary to strengthen the capital 
structure of commercial banks by 
some $10 billion in the next decade 
of projected economic growth.” 





BOOKS FOR BANKERS 





For bankers who must advise 
customers regarding real estate 
matters two books published late 
last year will be of interest. They 
deal with the tax aspects of real 
estate transactions which, of course, 
is of paramount importance to most 
businessmen who are concerned 
with the buying and selling of real 
estate. 


TAX PLANNING FOR REAL 
ESTATE. J. K. Lasser Institute, 
Sidney Prerau, Editor. Reinhold 
Publishing Corp. New “York. 
1955. Pp. 407. $9.95. Many of us 
are familiar with J. K. Lasser’s 
book called Your Income Taz 
and for that reason will be aware 
of the practical nature of his 
books. Now the Lasser Tax In- 
stitute has published a book per- 
taining to the tax aspects of real 
estate transactions and although 
it is designed for reading primar- 
ily for the real estate operator, 
many of its sections will be help- 
ful to bankers and trustees. Es- 
sentially the book deals with how 
to keep taxes at a minimum when 
buying and selling real property; 
it does this by giving many con- 
crete suggestions and examples 
of tax saving operations. 


TAX ASPECTS OF REAL ES- 
TATE TRANSACTIONS. Mar- 
tin Atlas. Bureau of National Af- 
fairs. Washington, D. C., 1955. 
Pp. 200. $12.50. The Bureau of 
National Affairs has produced a 
book which is well worth an in- 
dividual’s attention whether he 


is a banker, attorney or business- 
man. It deals with so many of 
the tax aspects of real estate 
transactions that almost every 
property owner will find at least 
part of this book applicable to 
his own situation. Besides show- 
ing exactly how real property is 
taxed, it shows how various prop- 
erties should be acquired, how 
they should be mortgaged, what 
sort of depreciation is applicable 
and how to avoid tax traps. 


SHAREHOLDER DEMOCRA- 


CY. By Frank D. Emerson and 
Franklin C. Latcham. Press of 
Western Reserve University. 
Cleveland, Ohio. 1954. Pp. 242. 
$4.00. Proxy regulation under the 
SEC is discussed in non-techni- 
cal fashion for the benefit of the 
average corporate shareholder. 
Content is based on the authors’ 
extensive research on the subject 
which originally appeared in 
leading law review publications. 
Much of the material, however, 
has been expanded and recast 
to afford the investor a clearer 
understanding of his rights and 
privileges with respect to cor- 
porate representation. 


LIFE INSURANCE STOCKS AS 


INVESTMENTS. By James 
T. S. Porterfield. Stanford 
University Press, Stanford, Calif. 
1956. Pp. 106. $1.50. Breaking 
new ground, Professor Porter- 
field’s monograph represents the 
first comprehensive appraisal of 
non-mutual companies in the life 
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insurance field. The study re- 
views the characteristics, pros- 
pects and performance of the 
industry and all factors that 
affect the outlook and invest- 
ment quality of insurance stocks. 
Individual companies are not 
appraised, but the industry 
itself is subjected to penetrating 
analysis. This research study is 
of particular interest to the in- 
vestor and all others concerned 
with the evaluation of life 
insurance stocks. 


SEC ACCOUNTING PRAC- 
TICE AND PROCEDURE. 
By Louis H. Rappaport. The 
Ronald Press Co., New York. 
1956. Pp. 555. $15.00. All of the 
accounting material which has 
been issued by the Securities 
& Exchange Commission since 


The Mutual Mortgage 
Insurance Fund 


A Study of the Adequacy of 
Its Reserves and Resources 


ERNEST M. FISHER and CHESTER 
RAPKIN give the history and eval- 
uate the operations of the Mutual 
Mortgage Insurance Fund, the 


oldest and largest of the funds 
operated by the Federal Housing 
Administration. They consider the 


adequacy of the reserves of the 
FHA and offer recommendations for 
their improvement. After examining 
the legislative history of the 
Mutual Mortgage Insurance System, 
they review its operating experience, 
the major characteristics of insured 
mortgages, and the actuarial 
methods used to calculate the 
reserve position of the Fund. . .$4.00 


COLUMBIA UNIVERSITY PRESS 
NEW YORK 27, NW. Y. 











LAW JOURNAL 


its inception is codified and re- 
viewed in this volume. Pre- 
sented for the first time is a 
comprehensive explanation of 
the accounting provisions of the 
Securities Act, as well as the 
reporting procedures and re- 
quirements involved in the Com- 
mission’s examination of regis- 
tration statements, prospectuses 
and other documents containing 
financial data. Although this 
work is monumental in scope and 
highly detailed in treatment, the 
author has succeeded in evolving 
a practical manual which pin- 
points exactly what must be 
done in connection with SEC 
filings. Drawing on his wide ex- 
perience in the field, he offers 
specific suggestions on trouble- 
some points and tenders inter- 
pretive advice. Bank investment 
officers engaged in the financial 
analysis of securities will find 
this volume particularly helpful 
in appraising controversial items. 


DIVIDENDS AND DEMOC- 


RACY. By Lewis D. Gilbert. 
American Research Council, 
Larchmont, N. Y. 1956. Pp. 242. 
$3.95. Mr. Gilbert is nationally 
known as an ardent advocate of 
democracy in the conduct of cor- 
porate affairs and this book is a 
colorful account of some of his 
endeavors in pursuit of that ob- 
jective. As many corporate offi- 
cials have learned, Mr. Gilbert is 
no Don Quixote, tilting at wind- 
mills; his thrusts have repeatedly 
produced results in the drama 
of real life. The author’s pur- 
pose in relating his experiences 
is to prod the American share- 
holder into greater activity on 
his own behalf. The latter is in- 
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formed of his rights, as well as 
being advised as to the effective 
use of procedures made possible 
by the Securities & Exchange 
Act. This knowledge, Mr. Gil- 
bert emphasizes, “can be the 
means of increased dividends”. 


BOOKS RECEIVED 


ARRANGEMENTS UNDER 
CHAPTER II OF THE BANK- 
RUPTCY ACT. By Sydney 
Krause. New York: Practicing 
Law Institute, 1955. Pp. 39. 


CONTRACTS TO MAKE 
WILLS. By B. M. Sparks, N. Y. 
New York Univ. Press, 1956. 
$5.00. 


HOW TO SAVE ESTATE AND 
GIFT TAXES. By J. K. Lasser 
Tax Institute and Ralph Wal- 
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lace. New York: American Re- 
search Council. 1955. Pp. x, 310. 
$5.95. 


THE LAW OF NEGOTIABLE 
INSTRUMENTS IN SOUTH 
AFRICA. By Denis V. Cowen 
(assisted by Leonard Gering). 
Third Edition. Capetown, South 
Africa, 1955. Pp. xxxvii, 534. 
72/6d. 


LOUISIANA STATE BAR ASSO- 
CIATION. Public Relations 
Committee. Public service ad- 
vertising for banks and trust 
companies concerning lawyers 
and their services. New Orleans, 
Louisiana State Bar Assn., 1955. 


88p. Apply. 


THE MONEY MARKET AND 
ITS INSTITUTIONS. By M. 
Nadler, S. Heller, and S. S. Ship- 
man. (New York: Ronald Press. 
1955. Pp. viii, 323. $6.) 





Banking Law Journal Digest 


(FIFTH EDITION) 


With the 1956 Cumulative Supplement 


ANNUAL CUMULATIVE SUPPLEMENTS e@ CONTINUALLY DOWN TO DATE 


The Fifth Edition of the BANK- 
ING LAW JOURNAL DIGEST 
and the 1956 Cumulative Sup- 
plement are now ready for 
delivery. 


The BANKING LAW JOURN- 
AL DIGEST, a volume which 
has been familiar to bankers 
and banking attorneys for many 
years, contains digests of the 
legal decisions which have ap- 
peared in the monthly issues of 
The Banking Law Journal since 
the establishment of the Journal 
in 1889 down to the beginning 
of the present year. 


More than two thousand im- 
portant banking decisions have 
been made by the courts since 
the Fifth Edition appeared in 
1939. These, of course, are in- 
cluded in the new 1955 cumula- 
tive supplement. 


These digests are grouped under 
150 main headings arranged in 
alphabetical order — Accep- 
tances, Accommodation Paper, 
Agents, Altered Paper, Assign- 
ments, Attachments, Banking, 
Bills, Bonds, Checks, Collections, 


Deposits, etc. 


DEPENDABLE FACTS AND GUIDANCE 
10,000 Digests of Banking Decisions — Arranged for 
Quick Reference — Complete Table of Cases — 150 
Main Headings — 1,618 Sections — Over 1,000 Pages 
Fabrikoid Binding — Price $15.00 Including Supplement 


(The 1956 Cumulative Supplement is available at $7.50 
to subscribers who have the Fifth Edition) 
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JOHN D. LOCKTON 


Portrait by Fabian Bachrach 


“...General Electric People Have Purchased 
More Than $513 Million in Savings Bonds 


“Since the inception of the Payroll 
Savings Plan for the systematic pur- 
chase of Series ‘E’ Bonds, May, 1941, 
General Electric people have pur- 
chased more than $513,000,000 in 
Bonds. 


“Since October, 1948, when the 
General Electric Company’s Savings 
and Stock Bonus Plan was installed, 
the Company has contributed—as a 
bonus on Savings Bond purchases— 


962,000 shares of General Electric 
stock, worth $21,000,000 at the time 
of contribution and $58,000,000 


currently. JOHN D. LOCKTON, Treasurer 
General Electric Company 

For help in installing the Payroll 
Savings Plan...or for assistance in 
building employee participation in an 
existing plan, write to: Savings Bonds 
Division, U.S. Treasury Department, 


Washington 25, D.C. 


The United States Government does not pay for this advertising. The Treasury 
Department thanks, for their patriotic donation, the Advertising Council end 
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